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LOW-INCOME HOUSING TAX CREDITS 



WEDNESDAY. MARCH 2, 1988 
House of Representatives, 

CSOMMITTEE ON WaYS AND MeANS, 

Subcommittee ON Select Revenue Measures, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10:11 a.m.t in room 
1100, Longworth House Office Building, Hen. Charles B. Rangel 
(chairman of the subcommittee) presiding. 

[The press release announcuig the hearings follow:] 

(1) 
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FOR XMHEOIA'IX RELEASE 
WEDNESDAY f /FEBRUARY 10, 1988 



PRESS RELEASE 18 
SUBCOMMITTEE ON SELECT 



REVENUE MEASURES 
COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 
1102 LONGWORTH BUILDING 
WASHINGTON/ D.C. 20lJib 
TELEPHONE: (202) 225«-<>730 



THE HONORABLE CHARLES B. RANGEL (D., N.Y.)f 
CHAIRMAN/ SUBCOMMITTEE ON SELECT REVENUE MEASURES, 
COMMITTEE ON WAYS AND MEANS/ U.S. HOUSE OF REPRESENTATIVES, 
ANNOUNCES A PUBLIC HEARING ON LOW-INCOME HOUSING TAX CREDITS 
AND THE ROLE OF TAX POLICY IN PRESERVING 
THE STOCK OF LOW-INCOME HOUSING. 



The Honorable Charles B. Rangel (O.r N.Y. ) , Chairtnanr Subcommittee 
on Select Revc»nue Measures^ Committee on Ways and Means, U.S. House of 
Representatives, announced today that the Subcommittee will hold 
public hearings on Wednesday^ March 2 and Thursday/ March 3, 1988f on 
the Low-Income Housing Tax Credit created by the Tax Reform Act of 
1986 and the role of tax policy in preserving the stock of low-income 
housing. The hearings will begin at 10:00 a.m. each day in room 1100 
Longworth House Office Building. 

The Subcommittee wiXl receive testimony from the Administration 
and other invited witnesses only. Others interested in these issues 
are requested to submit written statements for the hearing record. 

In announcing these hearings^ Mr. Rangel stated that* "The outlook 
for meeting the housing needs of low-income families in this country 
has gone from bleak to frightening. Section 8 and other direct 
spending programs have been cut. Tax reform eliminated some 
incentives for low-income housing but created a new credit. During 
the next few yearsf many low-income rental units may be withdrawn from 
the housing market as compliance periods under various assistance 
programs come to an end. 

"The Subcommittee's first day of hearings will be devoted to the 
low-income credit. We want to know how well the provision is working, 
what can be done to improve its effectiveness and whether it should be 
a permanent part of this nation's housing policy. The second day will 
be devoted to the role of tax policy in preserving the stock of low- 
and moderate-income rental and cooperative housing. The Subcommittee 
will want to hear new ideas, and in this regard* witnesses will be 
expected to express their views on H.p. 3663, a bill to provide 
incentives to prevent the loss o£ low-income housing which Congressman 
Barney Frank and I introduced on November 19/ 1987." 



BACKGROUND 

The Tax Reform Act of 1986 established a low-income housing tax 
credit (section 252 of the Act and section 42 of the Internal Revenue 
Code of 1986). The credit may be claimed by owners of residential 
rental property used for low-income housing. The credit is claimed 
annually/ generally for a period of ten years. New construction and 
rehabilitation expenditures for low-income housing projects placed in 
service are eligible for a maximum 9-percenc ciedit/ paid annually for 
ten years. The acquisition cost of existing projects and the cost of 
newly constructed projects receiving other Federal subsidies placed in 
service in 1987 are eligible for a maximum 4-percent credit/ also P^id 
annually for ten years. For buildings placed in service after 1987, 
these credit percentages will be adjusted to maintain a present value 
of 70 percent and 30 percent for the two types of credits. Credit 
amounts are limited and are allocated by State agencies. The 
provision expires at the end of 1989. 





H.R. 3663 would allow additional depreciation deductions to owners 
of low-income housing if they agree to maintain their property as 
low-incorae housing for an additional period of time. In addition, it 
would make certain modifications to the low-incone housing credit and 
the rules regarding cooperative housing corporations. 



WRITTEN STATEMENTS < 

Persons submitting written statements for the printed record of ' 
the hearings should submit at least six (6) copies of their statement 
by the close of business, Thursday, March 17, 1988, to 
Robert JV Leonard, Chief Counsel, Conwnittee on Ways and Means, 
U.S. Hous« of Representatives, 1102 Longworth House Office Building, 
Washington, D.C. 20515. if those filing written statements for the 
record of She printed hearing wish to have their statements 
distributed, to the press and the interested public, they may provide 
100 additional copies for this purpose to the Subcommittee office, 
room 1111 Longworth House Office Building, before the hearing begins. 

F ORMATTING REQUIREMENTS ; 



COMMITTEE ON WAYS AND MEANS FORMATTING REQUIREMENTS FOR PRINTING 
OF HEARING STATEMENTS. WRITTEN COMMENTS AND EXHIBITS 



Cicn siateT^ent prcMntcd for printing to tnc Committee by a witness iny written statement or eihibit submitteo tct the 
printed record or any written comments in respof)$« to a request for written comments must conform to th* guidelines itsted &«iow 
Any statement or eihibit not in complrance witn trie$« guidehres wilt Mt U printed, but wilt be maintained in the Committee 
flies for review and u$« by the Commtttte. 

1 All statements and any accompanying eihibits for printing must tt typed m smgie space on legak stie pap«r and may not 
eicetd a total of lO pages. 

2 Copies of whote documents submitted as eihibit material will not be accepted for printing instead eihibit material should 
tt referenced and Quoted or paraphra$«d, Atl eihibit Riateriai not metttns these specifications will be maintained in the 
Committee fjlts for review and MS9 by the Committee. 

3 Statements must contain the name and capacity m which the witness will appear or. for written comments, thr name and 
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Chairman Rangsl. I apologize to the distinguished Senators, and 
theSubcommittee on Select Revenue Measures will come to order. 

This morning, we intend to review the recently passed low- 
income housing credit as some meager substitute for the lack of a 
coherent Federal housing polipy* 

In the urgency to get some tj^ of tax reform, passive losses as a 
vehicle to create low-income houses was eliminated, and we had to 
hastily put together some type of substitute which we had no idea 
whether it could work, but we are hopeful, and the purpose of this 
hearing is to find out whether or not this type of credit is good 
housing policy and whether it is good tax policy. 

We do hope that we can hear from HUD, who has dramatically 
reduced their subsidies to low- and-moderate housing from $26 bil- 
lion in 1981 to $7.4 billion in 1987. The ^section 8 program, itself, 
has been reduced since 1881 by over 97 percent. 

So, we cannot believe that riUD would be the place to go for in- 
centives, and that is why Treasury, is going to be the official agency 
for what we do in this area. 

Nevertheless, we hope that we can get some encouraging input 
from the Housmg and Urban Development Department. 

And so, we are glad that the Senators are here. We have lost a 
lot of ground, since it took some time for Treasury to g^t the regu- 
lations, for the States to understand them, for developers to want 
to be involved with them, and the fact that we are looking at a dif- 
ferent group of investors for low-income housing. 

Changes have to be made with technical corrections. Perhaps 
other subsidies have to be thought of, and packages have to be put 
together, but we do hope that with the ever-increasing number of 
homeless people, and those seeking shelter, that the Federal Gov- 
ernment, even through the Tax Code, might be able to lend a help- 
ing hand. 

So, it is my pleasure to introduce to those people that have no 
television sets, the Honorable Alfonsc D'Amato, who has been 
domg a great job, not only for the people in the State of New York, 
but for our great Nation, and your prepared statement will be en- 
tered into the record, and we hope that you would proceed to share 
your thoughts with us, as you feel most comfortable. 

STATEMENT OF HON, ALFONSE M. D^AMATO, A U.S. SENATOR 
FROM THE STATE OF NEW YORK 

Senator D'Amato. Thank you very much, Mr. Chairman, and I 
am privileged to be with you today in the company of my distin- 
guished colleague, the senior Senator from Maine, Senator Mitch- 
ell. Judge Mitchell, I like to call him, because he still carries that 
eloquence, and the legal brilliance which distinguishes him from 
his peers in the Senate. I am often awed by the manner of his pres- 
entation, and the precision of his remarks. 

Let me attempt to summarize, Mr. Chairman, because we do 
have time constraints. Allow me simply to say that the problem of 
housing for low-income people is one which is being visited among 
many working families and people of middle income. 

And the day is rapidly approaching when these middle-income 
families may indeed join the ranks of the homeless. 
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It is estimated that 1.8 imllion units of existing subsidized hous- 
ing may disappear by the year 2000. 1 say the year 2000. That is 12 
yeax's from now. It is right around the corner. 

Some 1.8 nulli^ units will disappear, ^d this will occur for a 
number of reasons, including mortgage prepayments. Mr. Chair- 
man, that is not just on the Federal level. As it relates to our home 
problem in New York, the Mitchell-Lama units, whose contracts 
are expiring, will diminish the State's middle-income housing 
stock. This includes 84,000 units in New York Qtv. 

Take a look at the city of Albany, a city of U J,000 people, there 
are 1,100 units that mav be turned into cond miniums. These units 
will go condo and will be well, beyond the ability of middle-income 
working families to afford. 

There are 3,100 Mitchell-Lama units in Erie Ck)unty and 8,100 in 
Monroe County. Monroe County is a county of about 800,000 
people, and here, we are talking about 8,100 units. 

We are talking about significant numbers of middle-income 
people who are living in these units. This represents a crisis in the 
making. And it is taking place now. 

According to Mayor Koch's commission, on the year 2000, 447,000 
units have to be upgraded, and 231,000 units built to meet current 
demands. This is simply not being done. 

The fact of the matter is, as a result of tax reform that was 
passed in 1986, we are not building any housing today for low- 
income and middle-income families. 

A report oi. affordable housing, that I am releasing today, Mr. 
Chairman, says that from 1980 to 1985, the various housing agen- 
cies in New York built over 25,000 low- and moderate-income units. 
This report outlines that not one traditional bond-financed housing 
unit has been built since the passage of the Tax Reform Act, de- 
spite the obvious need. Not one. And that is in our State of New 
York, but is true throughout the country. 

The combination of unrealistic income limits, and annual recerti- 
fication rules makes it almost impossible to build low- and moder- 
ate-income housing in New York. 

The report that I am releasing today recommends including the 
cost of construction in the income-limit calculations. Also, that ex- 
isting exceptions for New York from the recertification provisions 
be broadened. The report addresses tax-exempt bonds, but the 
exact same problems exist for the low-income housing tax credit. 
Any changes in the bond provisions should also be made to the 
housing tax credit. 

Mr. Chairman, I am going to ask that that report be made a part 
of the record. 

Chairman Rangel. Without objection. 

Senator D'Amato. To forestall prepajrments, Mr. Chairman, your 
bill; H.R. 3663, proposes that the housing tax credit be offered to 
owners of existing low-income housing units, is a necessity. Also, 
your bill would restore the original depreciation schedules to al- 
ready depreciated housing stock, if the owner agrees to maintain 
the subsidized units. 

Let me conclude by saying this: Mr. Ciiairirian, imiess we take 
the steps you propose, then the calculations of losing 1.8 million 
units will will become a reality. 
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You are right to propose tax incentives to the owners of Mitchell- 
Lama units and similar Federal tax subsidy programs. I doubt very 
much we should.pass a bill tliat imposeL a moratorium on Mitchell- 
Lama and section 8 conversions. I doubt whether the Congress 
would pass tliat, and that we are just going to take away an 
owner's property rights. 

We need the kind of imaginative, creative legislation that you 
propose, to give to the owners of subsidized properties an opportu- 
nity to earn a fair return. This will keep those Housing units in ex- 
istence, so that low- and moderete-income families are not thrown 
out on the screet. 

We have no program to deal with this issue. Your bill may not 
solve all of the problems, but I think it can play a crucial role, and 
make a significant difference in this battle. 
^So I commend you, Mr. Chairman, for your initiatives, and I look 
^iward, certainly, to working with you and Senator Mitchell to 
make this a reality. 

[The statement of Senator D'Amato follows:] 
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STATEMENT BY SENATOR D'AMATO 
WAYS AND MEANS COMMITTEE 
MARCH 2, 1988 

MR. CHAIRMAN, THE HOMELESS ARE NO LONGER JUST THE INDIGENT 
TODAY, LOW-INCOME WORKING PEOPT.E OFTEN CAN NOT FIND HOUSING. MANY 
LIVE ON THE STREETS. WHETHER ITS NEW YORK CITY, ROCHESTER, OR 
SYRACUSE— EAST COAST OR WEST COAST— WE ARE IN T'»E MIDST OF A 
NATIONAL HOUSING CRISIS. 

THE DAY IS RAPIDLY APPROACHING WHEN MIDDLE-INCOME FAMILIES 
WILL JOIN THE .RANKS OF THE HOMELESS. I HOPE MEANINGFUL HOUSING 
INITIATIVES ARE NOT DELAYED SO LONG THAT MIDDLE-INCOME FAMILIES 
ARE FORCED OUT ON THE STREETS. 

MR. CHAIRMAN, THE HOUSING CRISIS IS ONE OF THE BEST KEPT 
SECRETS IN WASHINGTON. YOU AND I HAVE SPENT COUNTLESS HOURS 
TRYING TO MAKE OUR COLLEAGUES AWARE OF THE MAGNITUDE OF THIS 
CRISIS. 

THE ULTIMATE SOLUTION IS MASSIVE REFORM OF BOTH TAX POLICY 
AND HUD ADMINISTERED PROGRAMS. DURING THE 1980s, GOVERNMENT 
SUPPORT OF HOUSING HAS MOVED IN REVERSE. TAX REFORM ENDED OR 
EFFECTIVELY KILLED MOST HOUSING INCENTIVES. THE FEDERAL BUDGET 
FOR HOUSING PROGRAMS HAS BEEN CUT FROM $30 BILLION IN 1980 TO $7.1 
BILLION IN 1987. 



MR. CHAIRMAN, ALLOW ME TO QUANTIFY THE EXTENT OF THE HOUSING 
CRISIS. IT IS ESTIMATED THAT 1.8 MILLION UNITS OF EXISTING 
SUBSIDIZED HOUSING MAY DISAPPEAR BY THE YEAR 2000. THIS WILL 
OCCUR FOR A NUMBER OF REASONS INCLUDING MORTGAGE PREPAYMENTS, 
DETERIORATION AND EXPIRING SECTION CONTRACTS. 

IN NEW YORK STATE, THE HOUSING SHORTAGE IS ALREADY OF CRISIS 
PROPORTIONS. THE PROBLEM IS BOTH PRESERVATION OF THE .EXISTING 
STOCK AND PRODUCION OF NEW UNITS. FOR INSTANCE, 

** MITCHELL-LAMA -UNITS WHOSE CONTRACTS - ARE EXPIRING MAY 
GREATLY DIMINISH THE STATE'S MIDDLE-INCOME HOUSING STOCK. 
THIS INCLUDES 84,259 UNITS IN NEW YORK CITY, 1109 UNITS IN 
ALBANY, 3180 UNITS IN ERIE COUNTY, 8172 UNITS IN MONROE 
COUNTY, AND 3i57 UNITS IN ONONDAGA COUNTY. 

** ACCORDING TO THE MAYOR'S COMMISSIO>sl ON THE YEAR 2000 . OVER 
447,100 UNITS MUST BE UPGRADED AND 231,000 UNITS BUILT TO 
MEET CURRENT DEMAND. BY THE YEAR 2000 THE HOUSING SHORTFALL 
IN NEW YORK CITY WILL RISE BY ANOTHER 372,000 UNITS. 

** THE NEW YORK STATE DIVISION OF HOUSING AND COMMUNITY 
RENEWAL HAS ESTIMATED THAT OVER i MILLION UNITS ARE NEEDED TO 
FILL, THE HOUSING GAP. 

IN THE PAST, THE NEW YORK CITY HOUSING DEVELOPMENT 
CORPORATION AND THE STATE'S HOUSING FINANCE AGENCY HAVE BEEN 
RESPONSIBLE FOR BUILDING LOW- AND MODERATE-INCOME HOUSING. THERE 
WORK HAS BEEN FINANCED WITH TAX-EXEMPT BONDS. 



.14 



8 



. , A REPORT ON AFFORDABLE HOUSING THAT I AM RELEASING TODAY 
FOUND THAT FROM 1980 THROUGH 1985. THESE AGENCIES BUILT OVE R 
25,000 LOW- AND MODERATE- INCOME UNITS. THE REPORT OUTLINES THAT 
NOT ONE TRADITIONAL BOND-FINANCED HOUSING UNIT HAS BEEN BUILT 
SINCE THE PASSAGE OF TAX REFORM. DESPITE THE OBVIOUS NEED> THE 
AGENCIES NEW YORK RELIES ON TO BUILD AFFORDABLE HOUSING CAN NOT D6 
THEIR JOBS. 

WHY?. TAX REFORM REQUIRED BOND-FINANCED BUILDINGS TO HAVE 20% 
OF THEIR UNITS OCCUPIED BY PEOPLE AT 50% OF MEDIAN INCOME. IN A 
HIGH COST AREA SUCH AS NEW YORK, LOW-INCOME PEOPLE CANNOT AFFORD 
TO LIVE IN THESE BUILDINGS. IF THE OWNER INCREASES THE SUBSIDIES 
TO THESE TENANTS, THE ECONOMICS OF THE PROJECT IS DESTROYED. 

ANOTHER PROBLEM IS THE RECERTIFJ CATION RULES FOR 
BOND-FINANCED BUILDINGS. THESE RULES REQUIRE OWNERS TO ANNUALLY 
CERTIFIY THAT THE LOW-INCOME TENANTS ARE STILL LOW-INCOME. IF A 
UNIT IS NO LONGER OCCUPIED BY SUCH A TENANT, THEN THE NEXT 
AVAILABLE UNIT MUST BE GIVEN TO A LOW-INCOME FAMILY. IN A RENT 
CONTROL AREA, THE RECERTIFICATION PROVISIONS MAY RESULT IN AN 
ENTIRE BUILDING BEING OCCUPIED TENANTS PAYING BELOW MARKET RENTS. 

THE COMBINATION OF UNREALISTIC INCOME LIMITS AND ANNUAL 
RECERTIFICATION MAKES IT ALMOST IMPOSSIBLE TO BUILD LOW- AND 
MODERATE-INCOME HOUSING IN NEW YORK. THE REPORT I AM RELEASING 
TODAY RECOMMENDS INCLUDING THE COST OF CONSTRUCTION IN THE INCOME 
LI MIT CALCULATION. ALSO, THAT THE EXISTING EXCEPTION FOR NEW YORK 
FROM THE RECERTIFIL\TI0N PROVISIONS BE BROADENED. 



MY REPORT ONLY ADDRESSES TAX-EXEMPT BONDS. BUT THE EXACT 
SAME PROBLEMS EXIST FOR THE LOW-INCOME HOUSING TAX CREDIT. ANY 
CHANGES IN THC BOND PROVISIONS SHOULD ALSO BE MADE TO THE HOUSING 
TAX CREDI^. I ASK THAT MY REPORT BE MADE PART OF THE RECORD. 

IN TERMS OF PRESERVATION, THE MITCHEL-LAHA CRISIS LOOMS 
LARGER AND LARGER EACH DAY. MR. CHAIRMAN, YOUR PROPOSALS TO 
EXTEND TAX INCENTIVES TO OWNERS OF EXISTING LOW- AND MODERATE- 
INCOME UNITS IS THE APPROACH CONGRESS MUST PURSUE. 

YOUR BILL, HR 3663, PROPOSES THAT THE HOUSING TAX CREDIT 
SHOULD BE OFFERED TO OWNERS OF EXISTING IXDW-INCOME HOUSING UNITS. 
ALSO, YOUR BILL WOULD RESTORE THE ORIGINAL DEPRECIATION SCHEDULE 
TO ALREADY DEPRECIATED HOUSING STOCK IF THE OWNER AGRESS TO 
MAINTAIN THH SUBSIDIZED UNITS. I FULLY SUPPORT THESE PROPOSALS. 

IN THE RECENTLY PASSED HOUSING BILL. SENATOR CRANSTON AND I 
WERE ABLE TO INCLUDE ADDITIONAL FINANCIAL INCENTIVES TO OWNERS OF 
EXISTING SUBSIDIZED HOUSING UNITS IF THEY DO NOT PREPAY. 
SAFEGUARDS WERE ALSO INCLUDED TO INSURE THAT TENANTS* RIGHTS ARE 
PROTECTED. YOUR BILL IN TANDEM WITH THE HOUSING BILL WOULD GO A 
LONG WAY TOWARD SOLVING I'HC PRESERVATION PROBLEM. 

WHAT IS THE ULTIMATE AKSWER TO THE HOUSING CRISIS? THE 
SOLUTION IS NOT SIMPLE. BUT, AT A MINIMUM, MASSIVE REFORM OF BOTH 
TAX POLICY AND HUD ADMINISTERED PROGRAMS MUST OCCUR. 
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A. EXECUTIVE f;i>MMAPV 

Risiot Uod aod construction costs, combined with the drastic curtailment of most 
indirect Federal income tax incentives for the development of low- and moderate- 
income housing have helped to create a housing crisis of dramatic proportions in New 
York Stats. The increasing shortage of affordable housing has become a concern of all 
families who seek rental housing and has made the dream of homeownership all but 
impossible for low- and moderaiCMncome New Yorkers. 

All major studies indicate that the housing crisis in New York Stale is likely to 
get worse before it gets better despite the direct efforts of the State and New York 
City to replace some of the Federal funding lost in the I980*s. At the beginning of the 
decade. New York State's housing shortage was estimated to be over 1 million units 
This gap continues. By the. year 2000, the City alone anticipates -a gap of 372,000 
units. One need only read the newspapers, to know that virtually every major corpora- 
tion which has decided to relocate has cited the lack of affordable housing as a signi- 
ficant contributing factor in its decision to move from the State. 

Over the past generation, the State and City of New York have pioneered many 
innovative housing finance programs in order to provide affordable accommodations for 
their Citizens, Through the use of direct appropriations, real estate tax abatements, 
land writedowns and tax-exempt financing, the State and City have successfully financed 
hundreds of thousands of low- and moderate-income housing units, both rental and 
homeownership. 

Hoivever, the Tax Reform Act of 1986 (the "Tax Acf) placed such severe limita- 
tions on the use of tax-exempt financing, that it is no longer a viable and useful tool 
in the .production of low- and moderate-income housing. In fact, the multi-family 
housing agencies are anticipated to finance few, if any, traditional new low-income 
multi-family rental units whatsoever this year, and the single-family homeownership 
program will lose 4G% of its previous market. Ironically, unworkable income limitations 
imposed by the Tax Act render the homeownership program least effective in precisely 
those areas of the State where housing affordability problems are most severe. 

The pipeline of new tax-exempt bond financed single and multi-family housing 
projects is running dry. The purpose of this report is to suggest certain "revenue 
neutral' changes to the Tax Act which could have a positive impact in once again 
making tax-exempt financing a useful tool in the State's and City's efforts to provide 
affordable rental and homeownership opportunities. The suggested changes are: 

1. Multi-Family RgnttI 

a) Income Limits in High rost Areas 

0 Establish a formula to enable high cost/low-income areas to adjusi 
the median income limits established in the Tax Act. In high 
cost/low-income areas, the level of rents which tenants at the 
maximum income levels, 50% or 60% of area median income, can 
afford to pay is simply insufficient to cover all the costs of 
operating rental housing. In many areas, such as New York City, 
high construction costs are often compounded by extremely high 
operating expenditures. In such instances, affordable rents for 
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tenants it 50% of meditn income do not even cover mtintentnce 
tnd operating expenses and there is no cash flow to support any 
debt service. 



b) Recertification of Low -Tncome Tenants 



Amend the Tdeep rent skewing* rules to provide for use of the less 
onerous compliance procedures for projects in which the average 
market rents are two times the •low-income* rents (instead of 
three tiroes). 

Permit state and local contributions to be counted in calculating 
the rents which would otherwise have to be charged to the market 
rate tenants without such government assistance in determining 
whether projects meet the "2 to I* market rate to low-income rent, 
test (described above). 



2. Single-Family Owntr O ccunUd 

a) Mortgage R evenue Bond Sunset 

Eliminate the December 31, 1988 "sunset* provision for Mortgage Reve- 
nue Bonds (MRB): current law would "sunset* or terminate the MRB 
program at the end of 1988. Congress should act to make the MRB 
program permanent, and at the same time extend the ab-lity to current 
refund MRB's. 

b) Income Limits in High C ost Areas 

Establish an affordability-based income limit for those areas where high 
housing costs and low median incomes now make the MRB program 
unworkable due to the inflexible income limit standard enacted in the 
Tax Act. 

C) Financing o f Two^Familv Homes 

Permit MRB's to be utilized to finance new two-family homes. Cur- 
rently, MRB proceeds cannot be loaned for purposes of constructing 
new two-family units. MRB mortgages can be used to finance existing 
two-family homes. Aside from the incongruity of this policy, eliminating 
this restriction would encourage the development of this cost-efficient 
tyoe of home. 

3. < ;rfngrg1 Bond Restrictions 

Eliminate the provision requiring housing finance agencies to rebate to the 
Federal government earnings from investments made with funds contributed 
by state and local governments or by private sources. 

Each of thesi recommendations will contribute toward making tax-exempt financing 
for housing more workable in all areas of the country. The recommendations are made. 
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however, ID keeping with the Congressional spirit of revenue neutrality (i.e^ the adop- 
tion of these proposals will not result in an increase in foregone Federal revenue) We 
believe that additional modifications to the tax-exempt housing bond programs are 
necessary in order to fully restore them as useful tools of the state and local govern- 
ments in providing affordable housing. Over the course of the next year, this Panel is 
prepared to work with Senator D'Amato and the full Cong, js as ihey attempt to 
develop a comprehensive approach to alleviate our nation's growing housing crisis in 
the 1990's. Meaningful changes to the tax-exempt bond housing programs must be part 
of the nation's housing agenda for the next decade. 

B. NEW YORK S TATE'S HOIISTNC NEFDS 

^ The diversity of New York State makes it, in many ways, a microcosm of the 
nation. This fact is reflected in the State's housing needs and the variables which 
control them. 

In 1986,. when the building industry began to gird itself for tax reform, housing 
starts begau^io decline after climbing inordinately high ia 1985 (23,368 permits) New 
York City's level of housing production fell to 10,552. Even when compared with 1984 
permits, which reflect more ordinary numbers, there is a drop of over a thousand 
starts. This drop-off is particularly disconcerting in view of a 1984 report issued by 
the State's Division of Housing and Community Renewal which cited a 1 million unit 
housing gap in New York State, based on a 1979 survey.* * 

This housing gap was confirmed earlier this year by New York City's Commission 
on the year 2000 in its housing study which concluded: 

Not enough units exist to decently house the City's current popula- 
tion. An estimated 447,100 units must be upgraded and 231,000 
created to fill the housi.:e shortage today. After considering a 
number of factors, our conservative assessment of the housing gap 
between now and the year 2000 places the shortfall of new units at 
372,000. New housing production must increase by 26,600 units 
per year to close the gap by the, beginning of the next century.^ 

It is important to note that these estimates of housing need do not differentiate 
between homeownership and rental units or affordability levels of rental stock The 
National Association of Homebuilders, in its recent "Housing Backgrounder" states: 

For the first time since the 1930's. the nation's homeownership rate 
has turned significantly downward . . . after climbing steadily from 
a rate of 43.6% in 1940 ... to a peak rate of 65.8% in the third 
quarter of 1980. the homeownership rate started declining. It 
reached 63.9% in 1985.< 

According to the same study, this decline has been inordinately apparent among 
young households. It claims that while homeownership rates among those fifty and 
older have remained relatively stable, those under thirty-five have registered a sharp 
decline. This decline in homeownership is particularly distressing ,n the northeast 
the region that traditionally has the lowest homeownership rates. 
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These figures illustrate the need to encourage both homeownership and rental 
housing programs across the nation and in New York State. Unfortunately, the Tax 
Act moved in the opposite direction by eliminating or severely restricting most housing 
tax incentives. Although state and local governments have tried to fill the void, their 
success has been limited by both the Tax Act and budgetary constraints. 



C. THE PROVTSIONg OF THE TAX BEFOR M ACT OF 1986 

i. General/Housing Real Estate 

Housing was perhaps the industry most severely impacted by the Tax 
Act. Congressional efforts to remove tax incentives from investment and 
business planning lead to far reaching changes in the Internal Revenue 
Code's (IRC) treatment of real estate, in general, and low-income housing, in 
particular. The Tax Act: 



0 lengthened the depreciation period from as short as five years for 
expenditures incurred to rehabilitate low-income housing, to 27.5 years 
and required the use of straight line depreciation instead of the more 
favorable accelerated method. 

0 required that construction period expenses, such as construction loan 
interest and real estate taxes, be capitalized and depreciated over 27.5 
years, rather than 'expensed" in the years in which they are incurred. 

Combined with the overall reduction in tax rates, the effects of the Tax 
Act was to drastically reduce the value of the losses which were critical to 
the production of low-income housing as illustrated in the following example: 

0 An mdividual acquires an abandoned house from a municipality for SI 
and spends 520,000 to rehabilitate it. Following the rehabilitation, the 
unit is rented to a low-income household. Under the previous IRC, the 
depreciation losses in the first year of operation of this low-income 
unit were potentially worth up to S2,000 assuming the owner I) utilized 
the five year depreciation schedule available then, and 2) was in the 
50% marginal tax bracket. Under the new IRC, the depreciation losses 
were only worth S204 assuming a 27.5 year depreciation schedule and a 
2S% marginal tax rate. 

The potential tax savings were crucial to inducing ' investment in low- 
income housing, as the rents which low-income tenants can pay are usually 
insufficient to cover all the costs of operation, including debt service. This 
is particularly true where the cost of construction and operating expenses are 
high and the incomes of eligible low-income families are low. 

The Tax Act not only drastically reduced the value of depreciation 
lories, it also eliminated the ability of most investors to actually take advan- 
tage of these minimal tax benefits. The enactment of the so-called "passive 
loss" provisions placed severe restrictions on the ability of most potential 
investors to dfduct passive losses generated by ownership in rental housing. 
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Such passive losses may only be utilized to offset passive iocoratf. Tax 
osses gcDCr^icd by the ownership of Sow.iocome rental housing may do 

™ V^'in"- ^'"^''^^ ''''''' investment or portfolio 

nn.v ; ^»Jo,;^:'?«0'"c"rentaI housing, by its very nature, does not generate 
positive cash flows, even the drasticr;Uy reduced potential tax benefits gene- 
rated by ownership id such housing have been , rendered virtually Ldcss 

In- M ^« ^"^^-"P «he pool cf private equi y 

capital available to construct low-income rental housing. 

Although Congress attempted to generate investor ..uerest in low- 
income housing through the creation of a new low-income housing ,ax credit 
the program will require the enactment of substantial amendments to its* 
provisions to make it workable. However, even if the tax credit is refined 
and accepted by the development and the investor community, its value still 
will not equal that of the other incentives eliminated by the Tax Act. 

T«x»Exgmpt Bond W#^^r|y^^ffn| 
. . atf<^itiQn to severely reducing th^ v alue of taic beneHt. *^ <nr;^f.A 

iihrnmM the nfrHtv of tax-rTrmot bond, m nn.n ;; tr.Tt.-nn.i nVlTi S^ 

^'?!!^' niv) vim.aiiv'Hi,;;n.;:H yjy ffi™ 

t>OnO? tff Qni^ncc Singlc-fam.lv housing in rh. ^ gh co't 7rU; nf'^ P^ 
as l.9np Ito L Id WcstchC5Kr , It is the purpose of this report to 
focus on those provisions of the Tax Act which, if amended as proposed 
could help to partially restore tax-exempt financing as a viable tool for the 
State and City in their efforts to provide affordable housing. 

D these new restrictions on all tax-exempt Private 

Purpose 3onds. including multi-family and single-family bonds. 

0 Interest on tax-exempt private purpose bonds is considered to be a 
fwrf^'^'A*'"' for persons calculating their Alternative Minimum Tax 
!^nv h;-„^ . ^ the interest on these tax-exempt bonds poten- 

tially being taxable, state and local issuers must pay bond purchasers a 
higher interest rate, making it more difficult to provide affordable 
multi-family or single-family mortgages. auoraaoie 

0 Private purpose bonds arc subject to a very restrictive volume cap 
maTi^T'i ^h"'-' "P"" ^" «° 550 per capita in 

ionds wl>; ^""'^ multi-family and single-family 

^ ^ ^"^J"' to the S150 cap. ^ subject to the 

reduced $ 0 cap. In J988. the total private purpose bond cap for the 
State of New York will equal only S890 million."^ m 1985. the hois ng 
agencies represented herein issued $1.6 billion. nuuiniB 

0 The Tax Act requires state and local governments to rebate to the 
Federal government aU «ccss earnings on investments of monies pledged 
oJnH«'"'Th-^°"K''°^'*-"* This amounis to a 100% tax on states and 
localities. This rebate is required on earnings of aU monies invested 
even non -bond proceeds. 
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Mu1ti«Familv Programs 

1. The Ttx Act requires that gt letst 20% of the units in • ttx- 
exempt bond fingnced project must be rented to households gt 50% 
or grea medigo income or 40% (25% in New York City) must be 
rented to households gt 60% ot median. All calculations must be 
made in accordance with adjustments Tor family size. This require- 
ment is substantially more .restrictive than the previous ioccme 
limits (i.e., 20% of the units at 80% ot area median). 

2. Tenants' incomes must be recertified gnnu&lly. Tenants whose 
incomes exceed 140% of the maximum limit (ix.» 50% or 60% of 
area median income) may no longer be counted toward meeting the 
minimum low-income setaside requirement (ix., 20% or 40% of the 
units, respectively). In the event the project fails to meet the 
minimum setaside requirement, the owner must rent the next 
available market rate unit of comparable or smaller size to a 
qualified low-income tenant. As such market rate units are likely 
to rent for considerably more than the low-income units, the 
project Owner faces a significant loss of rental income if it be- 
comes necessary to convert market rate units to low-income ones 
over the life of the 15 year compliance period. Under previous 
law, there was no recertification requirement. 

In recognition of the possible tremendous loss of income to 
project owners resulting from the recertification requirement, the 
Congress did carve out a small exception for projects in which 
there was a vast disparity between market rate and low-income 
rents. For such deep-rent skewed projects, as they are referred 
to in the Tax Act, a less onerous penalty is provided if such a 
project fails to meet the minimum setaside. For a deep-rent 
skewed project in which the average market rents are at least 
three times as great as the average low-income rents, in the event 
that the project no longer meets the minimum setaside, the owner 
Is required to rent the next available low-income unit to a low- 
income household at 40% of median income. For such projects, 
the potential loss of income is limited to the low-income component 
of the project. The possibility of an 80% market rate/20% low 
income project becoming a 50/50 project without sufficient income 
to meet its expenses is virtually eliminated for deep-rent skewed 
projects. However, because the "3 to 1" rent skewing rule is 
extremely difficult to meet, very few, if any, projects can qualify 
as deep-rent skewed. 

3. The minimum low-income period was lengthened by the Tax Act to 
15 years from 10 years. 
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b. Sinile-Ftmilv Prrtgftmt 

• I. The Tix Act ettablithct income limits for borrowers of 115^^ tod 
140% of the freiter of area or statewide median income io ood* 
target and target areas* respectively. Previously, the tax code did 
not require income limits. 

2. Purchase price limits have been reduced to 90% and 1 10% of local 
average housing costs in non-target and target areas, respectively. 

3. MRB*s have been placed within the statewide volume cap for 
private purpose, tax-exempt bonds. 

Although the purchase price and volume restrictions reduce State of 
Nev York Mortgage Agency's (SONYMA) activity, it is the income limit 
restric:.c?? >hich ironically and inequitably render the program least effective 
in areas with the greatest affordability problems. The income limit formula- 
tion in the Tax Act assumeO that there is a generally predictable relationship 
between the median income and local housing costs. However, this relation- 
ship does not necessarily exist. For example, the New York City metropolitan 
area has an income limit $6,000 lower than metropolitan Chicago. The 
average home price, on the other hand, is nearly $50,000 higher in New York 
City than in Chicago. There is no flexibility in the income limits to accom- 
modate thij 01 variauon, Th: T.x A- ir.e;t:orc. tremendouslv 
dimmish the State's homeownership program m high cost areas. But for the 
limited ability to recycle money from pre»existing bond issues, which do not 
carry the new limitations, the effects would be felt today. Using a combina- 
tion of recycled proceeds plus new funds. SONYMA has been able to meet 
some of its demand this year, providing over 4.000 mortgages to date If all 
of these mortgages were subject to the new guidelines, however, a majority 
of the loans provij« d in the high cost downstate areas would have been 
denied. 



D. THE EmCTS OF THF TAX (EFObm Arr im.t s iNn PnnnnrTTON. i^i ^,p .» 

The State and City of New York have pioneered the use of tax-exempt financing 
to cieate affordable housing over the past 35 years. The State and the City began 
financing housing through general obligation bonds in the 1950*s. The New York State 
Housing Finance Agency (HFA) was created in I960 as a public benefit corporation to 
JJil?"" '""*^»-^*'"J*y housing. The New York City Housing Development Corporation 
(HOC) was created in 1971 to finance multi-family housing in the City SONYMA was 
created in 1970 to finance single-family housing through the issuance of tax-exemot 
debt. 

Between 1955 and 1980. tax-exempt financing provided about 190.000 units of 
housing for low- and moderate-income New Yorkers. Over 100.000 of these units were 
financed by either HFA. HDC or SONYMA, 

In 1980. Congress began imposing constraints on the ability of state and local 
governments to utilize tax-exempt bonds to finance affordable housing, a process which 
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culmioated io passage of the Tax Act. However, despite the limitations imposed on 
HFA, HDC and SONYMA from 1980 through 198S, these agencies were able to continue 
to meet their maodate to provide arrordabte mortgage capital. HFA and HDC financed 
over 25,000 u&lu of low- and moderate-income rental housing during this period, many 
of which relied oo'bther direct subsidies from local, state and Federal sources and far 
exceeded the minimum setaside requirements io the IRC. As Federal subsidies evapo- 
rated, the HFA and HDC ftoaoced projects met or exceeded the minimum requirements 
of the IRC by skewiog' rents (i.e., charging higher market rents to support the low- 
income compooeoO.to the extent possible and by using state and local subsidies. 

Since the passage of the Tax Act nSil 'Ulfi traditional bond-financed rental housing 
project subject to the new income limits has been financed by either HFA or HDC. 
Only projects granted immunity from the new guidelines by transition rules or those 
able to avoid the new rules through use of Section SO 1(c)(3) issued bonds have been 
financed. 

SONYMA-administered homeownership programs were also successful during this 
period. From 1980 to 198S, 38,500 New Yorkers used the program to purchase their 
homes. Clearly, these homebuyers were within income levels deemed worthy of the 
program's use. From 1983 to 1985. MRB loans from SONYMA were used by New Yorkers 
who earned an average of $34,000 per year to purchase homes that had an average cost 
of $58,300. 

T>? 'i\ Act excludes AO^ of SONYMA's statewide market including 70% of the 
Ntu ^ ^ri. Citv metropolitan area market, 40% of the Long Island market, and 25% of 
the upstate market. SONYMA*s ability to provide reasonable assistance to first time 
homebuyers in the high cost downstate areas is only possible due to the limited and 
temporary availability of recycled funds not subject to the limitations imposed by the 
Tax Act. 

In summation, the provisions of the Tax Act have rendered what was once New 
York State's most successful low. and noderate-income financing program virtually 
useless. A recent task force of leading businessmen, public officials and academics 
called upon to examine the problems and solutions confronting the City of New York as 
it prepares for the twency>first century was led to concl'jde *by imposing severe limits 
on tax-exempt borrowing for housing, the Tax Act has made it impossible to finance 
the elimination of the housing gap with revenue bonds.*^ 



E. RKCOMMENDATfONg FOR CHANCE 

In making its recommendations for changes in the Tax Act, the Panel is cognizant 
of the budgetary constraints within which the Congress must work. All the proposals 
put forward by the ^anel are, therefore, "revenue neutral." The Panel seeks to ask 
relief only from the across<the'board inflexible user eligibility requirements placed 
upon the multi-family and single-family tax-exempt bond programs by the Tax Act. 
Neither the tenant income limits for the multi-'^amily program, nor the borrower income 
limits for the siogle<family program are sensitive to local variations in construction 
and land costs, operating expenses and their relation to area median income. As such, 
the programs are now unworkable in many areas of the nation, and most regions of 
New York State. The Panel is also aware of Congressional intent to target these pro- 
grams to deserving families. However, we believe that it is possible to provide state 
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lod loctl lovernmcet with flexibility to desiia worktble itrograns white still e&iurmi 
that the tax^cxenpc bood proframs are adequately tarieted. 

1* Mii!iUF«m1!y Pfotfani rhi«»^ 

r. Income Limitt 

_ . .Jhc Panel recommends that targeting for tax-exempt financed multi- 
family housing programs be adjusted by a formula which compares local costs 
of multi.fatnily housing construction, Und and area median incomes, with 
similar national costs and incomes. The current income limits (i.e.. 50% or 
60% of median) would be used as a base. lo areas where the cost of coo- 
struction exceeded the national average and/or where the median income fell 
below the nationwide median, the income limits could be adjusted upward. 
Areas where construction costs were lower than the national average or 
median income was higher would be held 'harmless from a reduction in the 
new income limits imposed by the Tax Act. 

The formula which the Panel recommends be adopted would compare area 
construction costs ar ledian incomes to such national standards. The 
numerator of the formula would compare area costs of multi.family housing 
construction with nationwide cost*. The denominator would compare area 
median incomes with the national median income. The formula is expressed 



arca.COSi of moUi-familv con^trugtinn ^ area mi^dian I'nromg 
national cost of multi-famlly construction ' national median income 

The Panel recognizes that construction costs and median incomes are 
not necessarily the only factors which should be utilized in adjusting the 
incorae limits imposed on state and local governments by the Tax Act. Such 
factors as land costs and operating expenses should, ideally, also be con- 
sidered. However, ihe adoption cf an index based on all these factors might 
be too problematical to produce. Therefore, the Panel believes that a con- 
struction cost/median income index would be the most practical to devise 
and adopt and that it would help to alleviate many of the problems created 
by the inflexible income limits imposed by the Tax Act. In high cost/low 
median income areas, it is simply not feasible for tenants at 50% of median 
income or belo\fc* to pay sufficient lent to enabie project owners to meet 
their expenses, including debt service. This is particularly true in high cost 
areas with low median incomes. Contrast New York City, where 50% of 
median income is $14,750 and it may cost in excess of $100,000 to construct 
I^Ha]}* "^^^^ ''Uburban Washington, where 50% of median income exceeds 
$20,000 and tnc cost of constructing a garden apartmcn lay be only half as 
much as in New York City. 

The concept of a construction cost index that re^oghizes variations in 
local construction costs has already been proposed for hospital capital costs. 
The Department of Health and Human Services (HHS) engaged Dodge Data 
Resources, Inc. to develop the construction cost index. 
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The database was developed by podge under which a oatiooal coostnic- 
tion cost mean was set ts 1.000. Local variatioos were taken into tccounc 
by*>vCcumulatiog a fifteen year average cost comparison of 36S different ^ 
geographic areas, and dividing that number by national costs for the ume 
period. That construction index ranges from a low of .72S to a high of 
1.717. 

This Panel als^ engaged Dodge to;prepare a cost index for multi-family 
housing, comparing New York City to the nationwide average. The Dodge 
index indicates that the cost of constructing multi*family housing in New 
York City is 1.S4 times the average nationwide cost. Thus, 1.S4 would be 
the numerator in the proposed formula. As the New York City median is the 
same as the national median become, th^- denominator of the proposed formula 
would be 1.00. Using this formula, thL 50% ')f median income standard would 
be eligible to be increased to 77% of median (50% x 1.54 ^ 1). The Panel 
would imagine that New York City*s ratio would be among the highest in the 
nation. Therefore; it is likely that most other high cost low median income 
localities will fall between 50% and 77% of median income. 

b. Annual Recertification 

The Panel recommends that two changes be made to, the deep*rent 
skewing rules to permit them to be more worKable. First, it is proposed 
thai the "3 to 1" r.arke^ rsic to lowinco.T.e rent test bs reduced to *2 to 
I." \ery few, if any, projects can met* the "3 to 1" test. For projects 
which fall between the current and proposed ren'*skewing requitements, the 
potential loss of income which would be required through the conversion of 
market rate apartments to lowincome units would be so great as to make it 
impossible for owners to meet their financial obligations over time. Reducing 
the rent skewing requirement to *2 to 1* will eliminate this risk for such 
projects. 

The Panel also suggests that projects be permitted to calculate the 
value of state anc^ local assistance io determining whether projects meet the 
proposed *2 to 1" test. Many state and local governments make contributions 
to projects in order to lower market rate rents to make them affordable to 
targeted middlCMncome households. In such instances, there may still be a 
great disparity between the market rate and low-income^ rents, but one which 
does not meet tlie *2 to 1" test. If not for state and/or local assistance, the 
Owners would have had to charge a higher market rent and would have met 
the. "2 to 1" test. However, by accepting state and/or local assistance, the 
Owner would not meet the "2 to 1" test and would still be faced with the 
likelihocd of converting market rate units to low-income tenancy. 

The panel recognizes that reducing the *3 to 1* test to *2 to r, even 
with counting state and local assistance as additions to market rate rents in 
determininis whether a project is deep-rent skewed, does not assist many 
projects which will still \ t\t a substantial difference between market and 
lowincome rents but do ..ot meet the *2 to i test For such projects, it 
may be necessary to adopt a new policy based upon establishing a maximum 
cash flow from the lowincome units to which project owners are entitled. 
To the extent that the lowincome tenants* annual income rise more rapidly 
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than permitted* excctt reat from tuch teaants could be utilized to provide 
additional assistance to lowincome tenaat$':who cannot afford rent increases 
to cover inflationary increases in operating expenses. HFA was able to 
employ sach a system under the old IRC and believes it could provide a 
workable basis to ensure continuous compliance. However, the modest amend* 
ments proposed above to the deep-rent skewing rules would provide needed 
relief to several major population centers.' 

S1NCLE>FAM!LY rWANCFS 

a. Remove the Sintle^Familv Protratn 's Termination Date 

The Tax Act placed a termination, or 'sunset* date of December 31, 
1988 on the MRB program. Given the decline in homeownership affordability, 
the program's continuation is of vital importance. 

Due to the imposition of the. private purpose bond volume cap, the 
extension of this program cannot increase overall bond volume. Rather, 
extension simply gives states another option as to how to u&e their limited 
amount of bond volume. Such decisions are clearly within the purview of 
state government 

Along with. the ability to issue MRB*s, current refundings should also be 
extended. Current refur.dings enable responsible debt management and 
maximize program effc. .Iveness without increasing overall levels of outstand- 
ing debt 

b. Income Limit Adiu^ter 

The MRB program is also affected by income limits which the Tax Act 
sets without reference to Ucal housing costs. In those areas of the State 
where the average family has only half the income required to purchase the 
average home, MRB financing is of little use because it cannot nearly close 
such a large gap. To reach the homebuyen* market in these areas, this 
panel recommends deriving income limits based on an affordability calculation 
using reasonable underwriting standards and the prevailing mortgage rate. 

The construction cost index proposed as an income limit adjuster for 
the multi-family program is not appropriate for single-family because this 
program is not solely production oriented. Often the purchase of pre-existing 
homes is a more cost-effective use of bond-financed mortgages. 

The "reasonable underwriting standards* proposed to calculate the 
income limit include a 5% down payment, a 30-year loan ter^n, and a 25% 
housing expense*to-income ratio. The 5% down payment and 30-year loan 
term are the conditions of most MRP*financed mortgages and are widely 
accepted in the mortgage industry. The 25% expense-to-income ratio is used 
by the National Association of Realtors to determine housing affordability. 
"Expense" includes principal and interest payments. 

The "prevailing mortgage rate" is one percent less than the national 
average fixed contract mortgage rate estimated by the Federal Home Loan 
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Btok Board (FHLBB) duriag^thc month preceding the Treasury Department's 
publication of income limits. The FHLBB estimate is based on a survey of 
majof mortgage leaders and reflects the commercially available rates for 
co&veationat mortgages. The 1% adjustment recognizes that, as a rule, tax* 
exempt financed mortgages are available at less thaa commercial rates. 

The effect of this change is to permit purchasers in high*€Ost areas a 
chance for KfRB mortgages. It does not increase the purchase price limits 
for MRB'financiable homes. It only raises the income limits in a few areas 
to permit the purchase of moderately priced homes within the current MRB 
purchase price limits. 

This forihula preserves Congress* intent of targeting KfRB financing to 
moderate- and lower<income households. It simply recogaizes the reality 
that a decent home in one part of the country may cost vastly more in 
another, where land, labor and materials are more expensive. It would ensure 
that low- and moderate-income families in all parts of the country caa use 
these programs to become homeowners and build communities. 

c. Use of B ond-Financed Mortgages to Purchase Newlv-Constnicted Two» 
Family Hnm<>s 

Under current law, MRB-financed mortgages may be used to purchase 
new or existing single unit homes. Multiple unit dwellings, up to four units, 
at least five years old, may also be purchased, so long as at least one unit 
is owner-occupied. Newlv-constrocted mult iple unit structures now are 
ineligible for MRB financing. 

A change in the law to permit the use of MRB-financed mortgages to 
purchase newly^onstructcd two-family homes would provide a new opportunity 
for low- and moderate-income households - both purchasers and renters 
- to secure adequate and affordable housing. 

In our nation*s cities and in many of our suburban communities as well, 
the search for decent and affordable new housing for low* and moderate- 
income Americans is hampered not only by high costs, but also by declining 
availability. Many communities are encouraging the development of two- 
family homes to help solve these problems. 

TwO-family homes have traditionally been an entry to homeownershtp 
for lower-i.icomc families because the rental income enables the Owner to 
meet monthly mortgage payments. Among the additional advantages of two- 
family homes are that they cost less per unit to build, provide affordable 
rental units and use land efficiently. 

Enactment of a provision permitting the purchase of newly-constructed 
two-family houses would provide a source of housing for prospective home- 
buyers at even the lowest qualifying income levels. At the same time, 
expanded use of twO-family residences would create a new sourc; of low. 
and moderately-priced rental housing. 
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BONO RECTmrnQhig 



or Dttefinining Arhitr«.i. Rebiti^ Ani^,inti ^ 

The Tlx Act significantly tightened the trbitnge restrictions loverninf 
housing bonds. Arbitnge is the concept of investing bond proceeds for shor? 
terms prior to their «e for the design.ted purpose. Under pr or ,w " 
minor portion^ of what wis defined »s gross proceeds of t bond ~ bisically 
.ny funds pledged to the bond regirdless of their source ~ were exempt f?om 

Previously, bond issuers were tbie to consider at least a part of their 

h^^df? ..""-.t^ " lovernment and those of the 

?nv«.LM n^r?.'" ""^ Since this is no longer possible! 

^tZ lV '^T " '««"«ed. Should the inv«tm"« 
bTX» Jl T ">= restriction permits, the difference mus" 

traceahlllo L p'/"*,'"' Srnce these funds are in no way 

iSzes .he r^t;«.^^^ "'"""y While this pane^ 

Congress- legitimate desire to limit arbitrage earnings, there 

funds. ""'""^ o""" non-FedeAl 

i,„nH.''r-„"""'i^' " York contribute funds for a 

bonds financed low-income housing project, and these funds are invested fo? 

Fede"lT«a'=su?r " '^^ 

While the reinstitution of the 'minor portions" rule would be the easiest 
way to remove this limitation, to do so might result in abuse. Therefore it 
IS recommended that amounts pledged to a bond issue by a governmem 
entity be excluded from the definition of gross proceeds. emment 



F. CONCLIISION 



This Panel has attempted to suggest very limited changes to the tax-exemnt hnnrf 
housing programs which were drastically altered by Con«esrin7he T« i« rr ^ 

Ihe's^tetTr?^'"'" make'^ax-TxVrpVfintce'^rut; ul ol^f^ 

the State and City m our efforts to produce affordable housine Roth thP <flt^ I^m 
City have contributed and will continu'e to make avai.abre'Li" o'wnreclVnl"n%re« 
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resources towtrd this foil. We ask only thtt the Coogress give us the flexibility to 
utilize tax-exempt fintncing to continue to responsibly iddress our future housing 
needs is we have in the past. We look forward to working with Senator D*Amato on 
these and other important housing issues in the future. 



Respectfully submitted. 



Stephen Ross,' President 
The.Relatcd Companies 



Robert S. Amdursky, Esquire 



Christine Flynn, President Q~ Eileen S. Wintef 



Christine Flynn, President 
State of New York Mortgage Agency 




Eileen S. WintefoTe, Executive Director 
New York Staie Housing Finance Agency 



Lance H. Wilson, First Vice President 
PaineWebber, Inc. 



>^ames Yasser, President 
New York City Housing Development 
Corporation { 
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t'he y1T2000.'p!8k" Commission oa 

4. -Housing Backgrounder". National Association of Horaebuilders, 1987. p. 19. 

5. Ibid, p. 19. 

L yISo.'p!*^" "T*"' Commission on 



15 



26 



U.S. Senator Al D'Amato 



D'flMATO PROPOSES TAX INCEFfTIVES FOR HOUSING 

U.S. Senator Alfonsc H. D'Aiaato (R-C-IIY) said today that 
the elimination of federal tax incentives for housing has 
■exacerbated a housing crisis that wiJl result of the 
disappearance of 1.8 million subsidized units by the year 



D'Analo, Pankiiig -Hciribor of l he CcnoLc's Housing 
Subconcnittee, proposed the resloitillon of federal housing tax 
incentives and reform of HUD administered programs, which 
have been cut fron $30 Billion in 1980 to $7.1 Billion in 
1987 . 

D'Amato and Senator Alan Cranston plan to introduce 
legislation next ir.onth to levanip the nation's housing 
programs. 

At a subcoBOTittee hearing of the House Uays and Means 
Committee, the Senator endorsed legislation proponed by Rep. 
Charles Ran gel tliat woulJ allov* o\/nc-jf. of ox is tiny Jow income 
housing units to take advantage of the housing tax credit. 
The legislation would also restore the depreciation schedule 
to alieady depreciated housing stock if tlio o;;ner agrees to 
maintain the subsidized units. 

Crisis in New York : 

D'Amato said the housing shortage in New York has 
already reached crisis proportions, affecting not only low 
income families, but working middle class households having 
difficulty finding decent, affordable housing. 

The New Yoik State Division of Housing and Community 
Renewal has estimaj:ed that over 1 million units are needed to 
fill the housing g*ai). 

D'Amato also said that the expiration of contracts 
executed under New York State's Hitchell-Lama program will 
greatly diminish the state's middle income housing stock, 
affecting 84,259 units in Hew York City, 1109 in Albany, 3180 
in Erie County, 8172 in Monroe County, and 3157 in Onondaga 
County. 

Problem: Loss of Tax Exempt Financing 

The Senator said that the limits on tax exempt financing 
of Ijousing have made it virtually Impossible for agencies 
responsible for building Joi; and moderate income housing to 
do their jobs. 

From 1980-1985, the losponsiblo agencies in New York 
State built over 25,000 lo>' ard moderate income units. 
D'Amato released a report fron an advisory panel composed of 
public and ptivatc Individuals ohovjing that not one 
traditional bond-f inanciny housing iinit has been built in New 
York sirmtitfm«M«»AM/«^l^ohp0ib.QM1Of(tOfi|iaa4l|4^. 
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The now l<»w rc(iuiii>J fioaniid l>u j Miiujc lo have 20^ 

of the units <K:cupied by people oL 50^ of moOiaix incono. 
Snch luJey aio inpiottical in higli tor.t aieun liKo IJew Yoik, 
uhcio lov?-incomo pcuplo conitoL offoxtl lo 3ivo in these 
buildings:. If tlio cwnoi were lo incicaso tl»c tenon t subsidy, 
the cconomicfi of the ovrro) I piojert conU! be destioyed. 

An additionaJ problem i<5 the rocor t i f icotion rules for 
bond fiiioneod buildings, rcqniiincj owners to certify annually 
that ICM txiconie tenants are r.til! Iw income. If a tenant no 
Jomjor meets the definition of "lev* inconie", the next 
availablo unit nur.l be oivon to one wlio docs. In a rent 
contioUcd a tea, the leect ti fixation pzovisioni; may rosuU in 
an enLiio building boiny <iccupi<^ b> rubs^di^.cd tenants. 
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Chainnan Rangkl, Thank you. Senator. I know both of you have 
a rigid Illative schedule, and so I will not ask any questions, but 
one. 

Do you deal with the administratiou's housing policies in your 
paper at all? 

Senator D'ABfATO. No. Not in this report. But I have spoken on 
this subject on the Senate floor on numerous occasions. 

Chairman Rangel. Very good. Then I will not have to make 
comment on them, right? 

Senator D'Abiato. You do not. 

Chairman Rangel. Thank you. 

Senator D'Abcato. As you see, in my prepared text, we indicate 
that we have gone from some $30 billion down to $7 billion as it 
relates to Federal housing programs. 

Chairman Rangel. WeU, that is enough for the record. 

Senator, let me thank you for the leadership that you provided 
in the Senate, and especially on the Finance Committee, and I 
think it is safe to say that we on the House side, on Ways and 
Means, could not have gotten even where we were, if it was not for 
you, your staff, and your creative ingenxiity in trying to get some 
substitute for what had been abolished. 

And I am glad that you are taking time out to share your views 
with us this morning. Your entire statement will be entered into 
the record. 

STATEMENT OF HON. GEORGE J. MITCHELL, A U.S. SENATOR 
FROM THE STATE OF MAINE 

Senator Mtfchell, Yes. I have a very lengthy statement, Mr. 
Chainnan, which goes into quite a bit of detail, and I would like to 
just summarize it here, no^. 

First, I want to say what a pleasure it is for me to be here with 
you, arid with Senator D'Amato. Both of you have been leaders in 
the area of housing generally, recognizing the critical national 
problem that exists, and I look forward to working with you as we 
attempt to recreate what has been lacking in this country for this 
decade, and that is a realistic housing policy. 

And I congratulate you for holding the first congressional hear- 
ings on the low-income housing tax credit. As you know, no hear- 
mgs were held before the program was enacted as part of the Tax 
Reform Act of 1986, an unusual procedure for such a complex pro- 
gram, depending as it does on the combination of special tax rules, 
with various housing laws. 

So, it is important, now, to take a look at this legislation, to see 
if the law should be changed, to become an effective and workable 
tool in developing low-income housing. 

I believe the basic concept of a multiyear tax credit targeted to 
rent control imits^ occupied by low-income tenants is sound and 
should be preserved. What is not clear is whether the credit creates 
a sufficient incentive to replace the incentives that existed in prior 
law. 

Certainly, the record for 1987 is not encouraging. Credit activity 
was relatively minor. Even at the low $1.25 per capita credit alloca- 
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tion, only some 20 percent of the State volume cap was actually al- 
located. 

In Maine, the State housing agency made a detennined effort to 
educate developers and promote the credit, yet it was able to allo- 
cate only about 14 percent of its credits, producing only 96 units in 
four projects,' and all of them were built under the Fanner's Home 
Admmistration program benefiting from scarce rental subsidies. 
"The problems with the low-income housing tax credit fall into 
two cat^ories: programmatic problems and investor problems. The 
pending technical corrections bill includes some modifications to 
the credit^ which while perhaps not technical in the truest sense, 
are consistent with the original intent. 

These chaises will help make the credit more workable. There 
are also a number of provisions which Ways and Means, and 
Senate Finance included in the miscellaneous tax packages last 
year, but these changes will not suffice. 

One important and immediate issue is the carryover of credits to 
a succeeding year. Current niles, as modified in technical correc- 
tions, in essence require the credit to be allocated to the year the 
project is placed in service. 

'mat inflexibility does not reflect the myriad financing and con- 
struction delays which are the real-world experience in multihous- 
ing construction. 

The rule is bad housing policy, because it creates a bias against 
new construction, substantial rehabilitation, and, indeed, any diffi- 
cult project demanding multiple financing sources and msgor con- 
struction. 

The Senate approach was to broaden the factors Treasury must 
consider in granting a waiver of the carryover rule, but that ap- 
proach was tailored more to revenue constraints than to a work- 
' able solution. 

Under this regime, developers are still constrained by contingen- 
cies not in the Senate bill, and by the uncertainties attending any 
individual waiver provision. The House bill's approach is prderable 
in this respect. 

When Congress created the low-income housing credit program, 
it also wrote passive-loss limitations which make it difficult to at- 
tract investors to the credit. 

These rules shrink the universe of potential investors for low- 
income housing. The $200,000 income limit, in a program designed 
to provide tax benefits over a decade, means that only those with 
sufficient funds to invest, and who also assume earnings of under 
$200,000 a year for the decade, can invest in the low-income hous- 
ing tax credit partnership. 

This rule will, in the long-term, signfficantly reduce the efficien- 
cy of the credit. A smaller investor pool means higher syndica'-'on 
fees and a higher rate of return, so more of each credit dollar >,dll 
have to go to the investor and for syndication overhead than in to 
the low-income housing. 

To the extent that the universe of investors can be expanded to 
make more equity funds available, then more of the credit will go 
into the project and more low-income housing development will 
occur. 
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Yesterday, Senator Danforth, I, and others introduced in the 
Senate legislation to replace the passive-loss .rule with a tougher 
general business credit limitetion to cap all tax credits at $20,000 
plus 20 percent of tax liabilibr. 

Identical legislation Has been introduced in the House. This 
should increase the number of potential investors while reasonably 
lumting the amount of credit each taxpayer can use. The tax credit 
approach can be an effective way to attract investment dollars to 
low-mcome housing, but before it fulfills that promise, more funda- 
n^ental structural changes may be warranted in next year's exten- 
sion of the program. 

Its essential element should be retained, but there should be 
more State flexibility to allocate credits to spedfic projecto. 

State administration of the credit program is an essential policy 
element that deserves to be emphasized and retained. It is dSed; 
State participation which allows us to understand the complexities 
of the program, evaluate its success, and develop improvements. 

Active State involvement in monitoring also makes more likely 
an efficient and abuse-free program. 

Now, Mr. Chaiirman, acconOng to our State ag«npy, even with 
rent supplements, the credit alone is unworkable in 19 out of 20 
statistical population areas. Further subsidies whi'A are quite 
scarce, as we know, are needed. 

You face similar hurdles in New York City, whore the ratio of 
construction costs to median-income is far higher than the national 
average. 

Mame is trying to solve the problem with a housing trust fund 
financed by a new real-estate transfer tax. The State has designed 
a multihousing program usmg the credit with tax-exempt bonds 
and deferred-mterest loans, but still, it has not been easy to attract 
developers. 

What we now have in place is a national housing credit which 
cannot be adapted to the needs of individual r^ons. The State 
housing agencies have the expertise, and must be given greater dis- 
cretion to fashion programs which reflect local neras. 

Tlie credit should be changed to allow States to increase the 
credit amount for ne^ construction and substantial rehabilitation 
above the 30 percent present value of current law. 

While 1987 credit activity was below the maximum amount 
States could allocate, at some point, the per-capita credit allocation 
will have to be increased because that limit will not begin to ad- 
dress national housing needs. 

If we take the District of Columbia as an example, with more 
than 600,000 people, imder the existing credit limit there will only 
be 200 new low-income housing units ttiat could be constructed an- 
nually. That, obviously, must change. 

Finally, I applaud the low-income housing community for its ef- 
forts to make the credit work. In Maine, our housing authority has 
gone to great lengths and yet has achieved only limited success. 
This is typical nationwide. 

A dedicated and professional group of individuals are working 
hard to make the most of scarce Government and private resources 
to provide shelter for all Americans, and a central requisite of any 
decent, humane society. 
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And they are doing it without fanfare that attends our sporadic 
focus on the homeless, and they are working against a cruel con- 
ventional wisdom which holds that money is not the answer to 
social problems.. 

Mr. Chairman, Hook forward to working with you, the Members 
of the C!ommittee, and my friend, Senator D'Amato, in the coming 
months to make this credit meaningful, so we can begin to address 
what is one of our most serious national problems. 

[The statement of Senator Mitchell follows:] 
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STATEMENT OF SENATOR GEORGE J, MITCHELL 
HEARINGS ON LOW-INCOME HOUSING TAX CREDIT 
SUBCOMMITTEE ON SELECT REVENUE MEASURES 
Cl-iMlTTEE ON WAYS AND MEANS 
MARCH 2, 1988 

Thank you. It is a pleasure to be here tc testify on 
the operation of the low-incoir.e housing tax credit, 

I first want to thank the Chairman for holding these 
hearings and for the leadership he has shown on low-income 
housing issues in Congress. 

I7hile, there appears to be much concern in Congress and 
in society for the issue of housing and the homeless, too 
often that support is in the abstract and does not translate 
into support for specific programs to address pressing 
housing needs. That seems particularly true with respect to 
the low-income housing tax credit where it has been so 
difficult to establish an effective and workable program. 
The low-incorr.o housing credit is not a politically popular 
program so every measure of support in Congress is quite 
important. 

'X*his marks the first Congressional hearings on the 
low-income housing tax credit. There were no hearings prior 
to the establishment of this program in the Tax Reform Act 
of 1986. That is an unusual way to create a new federal 
program, particuarly one as complicated as the low-income 
housing credit which depends on the combination of special 
tax rules with various housing laws. 

Because of the unusual environment in which the credit 
was created, and the inherent complexity of the program, we 
should be willing to take a fresh look at the law to 
determine what changes are in order to make the credit an 
effective and workable tool in low income housing 
development. 

Nevertheless, I continue to believe the basic concept of 
a multiyear tax credit — targeted to rent controlled units 
occupied by low-income tenants — is correct and should be 
preserved. 

As a Member of the Senate Finance Committee where the 
crediu idea originated, I played a role in its development. 
And when I travel in Maine and across the country, I often 
speak with people involved in low-income housing development 
who want to know more about the program and what Congress 
intended, when they apprcach me about the credit, I don*t 
know whether to take credit for the new program or accept 
the blame because I have had to endure much criticism of the 
program. 
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Back in the Spring of 1986 when the oenate Finance 
Committee first began to explore the idea of a tax credit 
for low-incorrte he sing, the concept of the credit was quite 
different than what was finally enacted into law. The 
credit concept was first discussed as an alternative to the 
multifamily bond program, much as the mortgage credit 
certificate was created as an jaltecnative to the mortgage 
revenue bond program. 

It way a concept which I believe would have been part of 
the final Committee bill had the entire tax reform process 
not faltered in t Finance Committee. The tax reform bill 
was reconstructed with very low tax rates and new 
restrictions on passive losses. Since those cha^nges took 
the value out of the existing equity incentives "for 
lov^-income housing, it was necessary to take another look at 
the credit concept. 

Rather than remaining an alternative to tax-exempt 
financing — a substitute for a debt subsidy — the credit 
began to be regarded as a substitute for existing equity 
subsidies. The credit v^as ultimately enacted for that 
purpose. In fact, the automatic linkage of the credit and 
tax exempt bonds is proof of that intent. 

With that necessary recounting of ..i^tory, my concern 
about the credit can be simply stated: as currently 
estaHishcd, is there enough value in the credit to be an 
equ'cy incentive capable of replacing the incentives in 
prior law? 

Certainly, the record for 1987 is not en-ouragingj 
credit activity has been relatively '.,inor. Congress 
established a very modest program permitting only $1.25 of 
credit allocation per capita. Yet, even at that low level 
actual utilization last year was quite low. Only about 20% 
of the state volume cap was actually allocated even less 
was probably used. 

The State of Maine has an excellent housing agency which 
has made a determined effort to educate developers and 
promote the new credit in >jaine. Yet, in spite of tho *e 
efforts, last year the state agency allocated only nt^az 14% 
of its credits which produced only 96 units in four * 
projeutis. All of those units were built under the farmers 
Home Administration program and benefited from scarce rental 
subsidies. 

Start-up deleys are understandable with any new program 
— particularly one as complicated as this which requires a 
knowledge of both housing and tax law. It has been 
difficult for state administrators to figure the program out 
when Treasury has not yet provided full guidance. It has 
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been even more difficult to educate developers, financers, 
and investors that the program can work with reasonable 
returns and risks. 

The rolling of the crecit program has been made all t 
more difiicult by tax reform which retroactively repealed 
prior law tax treatment through the passive loss rules. No 
where was that effect more retroactive and unfair than with 
respect to low-income housing development where investors 
bargained for the tax benefits, not for the cash flow or 
property appreciation. Developers and investors are 
understandably wcry that Congress could again pull the rug 
but from under them. 

That points up the need for Congress to give assurance 
that the credits are guaranteed for ten years regardless of 
other changes in federal law. I have no doubt that is the 
case, but if there is any way Congress can give better 
assurance to the public, we should provide that assurance. 

That also points up the need for Congress to give an 
early expression that the low-income credit program will be 
extended beyond its 1989 expiration date. As a practical 
master that signal is almost impossible to give prior to 
legislative enactment of an extension but we should be aware 
that the sunset date in this program inhibits further 
development because of the long lead time necessary to plan 
and develop multifamily housing. V?hen we do extend this 
program next year, it should be extended indefinitely so we 
do not create the sitjation where low-income housing 
development ebbs every three years because of uncertainty 
that the program will be extended. 

Current problems with the low-income housing tax credit 
can be divided into two categories — programmatic problems 
and investor problems. 

The Technical Corrections bill now pending in Congress 
includes a number of necessary modifications to the credit 
which, while not technical in the truest sense, are 
consistent with the original intent. These changes will 
address a number of outstanding questions and help make the 
credit more workable. 

There are also a number of provisions which the Ways and 
Means Committee and the Senate Finance Committee included in 
the miscellaneous tax packages last year. While these 
provisior.3 are more substantive than the items in Technical 
Corrections, they are still consistent with the orginal 
credit. Those miscellaneous provisions should be 
resurrected this year as part of the Technical Corrections 
bill. 
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The provisions approved by the . enate Finance Committee 
are not intended to be the answer to all of the problems 
with the credit. V?e were particularly constained by revenue 
considerations when putting our package together. 

One of the most important immediate term issues which 
should be addressed in the question of carrying over credits 
to a succeeding year. Current rules, as niodified in 
Technical Correc*- jns/ pretty much require the credit to be 
allocated to the year the project is placed in service 
regardless of mitigating circumstances. That inflexible 
rule does not reflect the reality of multihousing 
development where myriad delays in securing financing and 
constructing a project can and do occur. 

The effect of the current rule is to prevent a state 
agency from allocating 100% of the credit in any one year 
because many projects will be forced to request a later 
allocation at the end of the year. That means we ca not 
even get full use of the meager credit allocations permitted 
under current law. 

The carryover rule is bad housing policy because it 
creates a distinct bias against new construction, 
substantial rehabilitation, and indeed all difficult 
projects where a variety of financing sources and major 
construction is necessary to create new housing. 

The Senate approach was to provide some greater 
certainty by broadening the factors Treasury must take into 
account in granting a carryover on a case by case basis. 
But that proposal was made because of revenue constraints, 
not because it provides a workable solution to the carryover 
problem. Developers will still be constained by 
contingencies not included in the Finance bill and, in any 
eventr the risk that a waiver will not be granted interferes 
with project development. I much perfer the House approach 
although I think we should avoid any reduction in the 
limited credit authority in current law. 

The tax credit approach can be an efficient mechanism 
and effective means of attracting investment dollars into 
low-income housing. Before that is the case, however, I 
believe we must be prepared to consider more fundamental 
structural changes to the credit when it is extended next 
year. Those changes should preserve the essential nature of 
the credit — including income targeting and rent 
limitations — while giving states more flexibility in 
allocating credits to a particular project. 

The experience o£ the Maine State Housing Agency is 
instructive » Maine is a relatively low median income state 
with high housing costs resulting from ±he cold cliinate and 
recent population growth which has inflated land values. 
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The design of the credit makes its utilization in Maine all 
the more difficult because — compared to other states — 
rental payments must be lower while housing costs are 
higher. 

According to our state housing acency, even with rent 
supplements, the credit is unworkable^ in 19 of our 20 
statistical areas without the addition of further subsidies; 
subsidies which are quite scarce at the federal level. 

Maine is attempting to overcome these problems. The 
state has established a special housing trust fund financed 
by a new real estate transfer tax. The state housing agency 
has used this fund to design a multihousing program which 
uses the credit with tax exempt bonds and deferred interest 
loans. It has not been easy, however, to attract developers 
to this program. 

Hr. Chairman, you face similar hurdles in New York City 
where the ratio between construction costs and median income 
far exceeds the national average. 

V7e have a national housing credit which cannot be 
tailored to the particular circumstances of each area in the 
country. The state housing agencies have worked hard to 
understand and pt-omote the new credit. They have the 
expertise, and should be given greater discretion, in 
fashioning a credit program that reflects the needs of their 
states. 

I believe the credit should be changed to give state 
allocating agencies discretion to increase the credit anount 
for new construction and substantial rehabilitation above 
the 30% present value of current law. 

Although credit activity in 1987 was well below the 
maximum amount states could allocate, at some point as 
program changes are nade, mere and more states will be 
severely limited by the $1.25 per capita credit allocation 
permitted under current law. 1 believe those limits are 
exceedingly low and should be revised upward to reflect the 
severe housing needs in many areas of the country. Perhaps 
we should even consider setting state allocation limits to 
the particular housing needs of the state. 

In many cases, the allocation caps cannot begin to serve 
the housing needs of the area. Consider the District of 
Columbia, with a population of around 600,000 people, the 
District of Columbia housing agency can allocate 
approximately $780,000 in Lax credits annually. Kith the 9% 
credit that works out to little more than 200 new low-income 
housing units annually. That will not begin to satisfy the 
housing needs of th:s city. 
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Compare that to the hi.^oric rehabilitation credit which 
has no limit. According to a January 11, 1988 article in 
Forbes Kaoa7ing. one 260 room hotel on Fifth Avenue in Kew 
York claimed more than $14 million in rehabilitation tax 
credits and depreciation benefits last year. That is ipore 
than is allocated to the entire city of New York for new 
low-income housing development each year. 

In other words, the federal government is subsidizing 
through the tax code palatial $400 a night rooms at just one 
hotel which amounts to more than the entire population of 
Hew York receives for low-income housing. 

That kind of report shocks the conscience, I don't 
relate it as a criticism of the rehabilitation tax credit 
but as an exanrple of the paucity of the new housing credit 
program. What kind of society is it that is willing to 
spend far greater tax subsidies to rehabilitate opulent 
buildings than to provide decent, affordable housing for its 
less fortunate. 

Once we straighten out some of the programmatic problenis 
identified today, the credit will be used ia greater* amounts 
and I believe we should greatly increase its allocation. 

The last issue which I want to discuss deals with the 
relationship between the low-income housing ctedit and the 
passive loss rules," 

Unfortunately, at the same time Congress created the 
low-income housing credit program, it created new passive 
loss limitations which make it exceedingly difficult to 
attract investors to the credit. Severe restraints were 
placed on the amount of the credit which could be taken, and 
on the income of the investor, A maximum $25,000 in loss 
equivalent credits can be claimed annually only by taxpayers 
with adjusted gross income below $200,000. 

This rule severely restricts the universe of potential 
investors effectively excluding the rparket which has 
traditionally invested in low-income housing. The $200,000 
limitation is particularly inappropriate for a credit 
program designed to provide tax benefits over a 10 year 
period. Only those persons wh« have enough money to invest 
but assume they will not earn over $200,000 for the next 
decade can invest in a low-income housing tax credit 
partnership. 

That is a rather nonsensical rule which, in the long 
term, will interefere with the efficiency of the tax credit 
causing the tax subsidy to be eaten up in investor returns 
and syndication expenses. Because the investor market is so 
limited, syndication fees will have to be higher to find 
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eligible persons and a higher rate of return will have to be 
provided to get those persons to invest. 

That means that more of each credit dollar will wind up 
in the pockets of the investor and in sydication overhead 
than in the low-ihcoir.e housing project/ To the extent that 
the universe of investors can be made larger so that note 
equity funds are available, more low-income housing 
development will occur. 

This is a particularly difficult issue to deal with 
because the passive loss rules are a central element of tax 
reform and Congress is reluctant to modify those rules. Tax 
rates were reduced so low that the tax sysi:em cannot 
tolerate significant tax avoidance. 

I believe, however, that the low-income housing credit 
presents a somewhat unique case. Koro so than with any 
other investment, investors "pay" for their tax breaks by 
putting money in a proje*ct thr.c can produce little if any 
cash flow or appreciation. Although taxes may be reduced, 
net after tax income is comparable to that earned on other 
investraents of similar risk. Furthermore, the alternative 
minimum tax is an effective back stop to overutilization of 
the credit. 

Yesterday, Senator Danforth, myself, and others 
introduced legislation which, among other things, would make 
the passive loss rules inapplicable to the the'low-income 
housing Lax credit. The passive loss rule would be replaced 
by a tougher general business credit limitation which would 
limit all tax credits to $20,000 plus 2C% of tax liability. 

This should greatly increase the number of potential 
investors while limiting the anount of credit each taxpayer 
can use. 

As a final point I would like to applaud the low-income 
housing community for its efforts to make the credit work. 
In Maine, the State Housing Authority has gone to great 
lengths to acheive limited success. I know that this is 
also the case nationwide where a dedicated group of 
individuals are working hard to make the most of scarce 
government and private resources to provide shelter to less 
fortunate Americans. 

During the course of the continueing discussions on 
credit improvements, we must not lose sight of another 
important housing policy which we adopted in the original 
program design. State governments must continue to be 
administrators of the credit. Quite sirr.ply, it is their 
direct participation which will allow us to understand the 
complexities of the program, evaluate its success, and 
design the necessary improvements. Their active involvement 
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and monitoring capacity will ensure an efficient, abuse-free 
program. 

In addition, a program which links the credit with 
states will accelerate the very clear trend of states 
playing a much more vital role in solving the housing 
problems of their citizenry. Given their ever-dimii.ishing 
role at the federal level, the magnitude of the problem 
requires that states be more present financially and 
creatively. 



I thank the Chairman for his efforts and pledge my 
personal support and continued participation in this effort. 
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Chairman Rangel. Senator, both Senators, let me thank you 
again, and our housing polipy, as a nation, is a disgrace. I never 
thou^t that we would have to go to the Tax Code in order to find 
some shelter for the disadvantaged and even the moderate income, 
but I am confident that we will have to come up with some other 
type of solution to this problem. 

I have cosponsored the Kennelly l^^lation which is the compan- 
ion bill that you have introduced in the Senate, and maybe with 
the dedication, as you indicated, of those in the industry who have 
really come forwcurd, to try to make this ''only game in town'^ 
really workable, that we can find some solution, or at least some 
partial solution to the crisis. 

I want to thimk both of you, and welcome Mr. Dorgan who has 
joined us. tshafed with him your time restraints. 

Senator Mttc^ll. Thank you, Mr. Chairman. 

Senator D'Abcato. Thank you, Mr. Chairman. 

Chairman Rangel. Senator, Mr. Dorgan is going to chair the 
next panel for me while I talk with you before you go bade 

Mr. Dorgan. The committee will next call the panel consisting of 
Eugene Steuerle, Deputy Assistant Secretary of the U.S. Depart- 
ment of Treasury; D. Duncan MacRae, General Deputy Assistant 
Secretary for Policgr Development and R^earch, Department of 
Housing and Urban Development; and Vance Clark. Administrator 
of Farmers Home Administratibn. 

We would like to welcome all of you to the committee. We would 
advise you that we will include your entire stat^ent as a matter 
of the permanent record of the committee, and ask that you sum- 
marize your statement, and we would b^^ with Mr. Eugene 
Steuerle, Deputy Assistant Secretary of the Treasury Department* 

Mr. Steuene, welcome. You may proceed. 

STATEMENT OF C. EUGENE STEUERLE, DEPUTY ASSISTANT 
SECRE- TARY (TAX ANALYSIS), U.S. DEPARTMENT OF THE 
TREASURY 

Mr. Steuerle. Thank you, Mr. Dorgan. 

As you indicated, I .wiU simmiarize my statement and submit the 
rest of it for the record. 

I am pleased to have the opportunity to present the views of the 
Treasury Department on the low-income housing credit, and on 
proposals to provide additional tax relief to certain owners of low- 
income housing. 

Although the Tax C!ode has a limited role in the direct provision 
of low-income housing, tax reform made a significant contribution 
to the ability of poor working families to afford decent housing. 

The Tax Reform Act removed millions of poor families from the 
Federal income tax rolls. It expanded, by several billion dollars, the 
earned income tax credit which benefite working poor households. 

Moreover, the Tax Reform Act replaced the panoply of rental 
housing tax expenditures under prior law Vvlth a new low-income 
housing tax credit, and tax-exempt bond financing, both of which 
are better targeted to the truly needy. 

We believe that taken together, these provisions represent a 
strong commitment to the needs of poor families. 
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The admij^istration supported the low-income housing credit en- 
acted in the Tax Reform Act of 1986. We will be closely monitoring 
that credit during 1988 and the early part of 1989, as more t^pay- 
ers take {Advantage of this important incentive for investment m 
low-income rental housing. 

During the period between now and its scheduled expiration at 
the end of 1989, we would like to work with Congress in determin- 
ing the fairest and the most effective way of assisting low-income 
individuals in meeting their rental housing needs. 

With the exception of certain technical .corrections, we do not 
support any substantive changes to existing tax incentives for 
rental housmg at this time. 

Furthermore, we oppose H.R. 3663, because it would provide lim- 
ited benefits to the poor relative to the costs that would be in- 
curred. 

The focus of my testimony is on the fairest and most effective 
ways of assistmg low-income individuals. In that regard, a very im- 
portant criterion for examining the current and proposed tax in- 
centives is the following: for each $100 of revenues involved, how 
much in the way of housing benefits actually go to low-income fam- 
iUes? 

If the tax incentives are not adequately designed or targeted, 
much of the benefits could go to non low-income renters, to inves- 
tors, existing landlords, land owners, or developers and syndicators. 

In addition, concerns about the administrcDbility of the incentive, 
the effect on renters' choice of housing location, and level of servr 
ices, and incentives for maintenance and retention of the housiu.; 
as low income must be considered. 

The motivation behind the low-income housing credit was that 
the tax provisions for low-income housing under prior law were 
thought to be inefficient. Congress was concerned that the tax pref- 
erences under prior law were not effective in providing affdr&ble 
housing to low-income individuals. Tliese preferences were uncoor- 
dinated and the amoimt of tax subsidy was not directly related to 
the nimiber of low-income individuals being served. 

As an example, bond-assisted projects often benefited moderate 
and upper income households, according to a 1986 General Ac- 
coxmting study. There was no incentive for recipients of tax subsi- 
dies to provide more low-income units than the minimiiTn amounts, 
nor was there any direct incentive to limit rents. 

On the other hand, the new credit assists investment in rental 
housing serving individuals near the poverty level. Tax-exempt 
bond provisions were also modified to conform with the tighter re- 
quirements of the low-income housing credit. 

At this time, Mr. Chairman, we. have inadequate data to evaluate 
the first year's experience with the low-income housing credit. The 
first income tax returns claiming this credit are only now being 
filed with the Internal Revenue Service. 

However, evidence does suggest that the first-year usage of the 
credit has been only moderate. New programs often start up 
slowly, for a number of reasons. First, new construction and sub- 
stantial rehabilitation projects may take several years between 
planning and execution. Second, information about new programs 
and their benefits may take a year or two to b€! widely disseminat- 
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ed. And finally, tax reform changed the way that low-income hous- 
ing is financed. Syndicators must now seek investors with lower in- 
comes and divide projects into smaller shares. Corporate ownership 
of low-income housing may also increase significantly. 

Another source of delay, as you know, is uncertainty about the 
implementation of the new credit. Uncertainly about technical cor- 
rections to the 1986 act is a significant impediment. The complex- 
ity of the .new law has required a number of regulations. To facili- 
tate this process, we urge Congress to expedite passage of technical 
corrections. 

At the same time, the Treasury Department will continue to 
monitor experience with the low-income housing credit during 1988 
and the early part of 1989. We expect to see increased use of the 
credit as the rules are clarified, and as investors and developers 
become more familiar with the credit. 

We also welcome this opportunity to assess the likely strengths 
and weaknesses of the low-income housing credit in the context of 
overall tox and housing policy. We do have some concerns about 
the effirlanqr and equity of the credit that need further examma- 
tion over time. 

The low-income housing credit is a significant improvement over 
prior law. Based on our estimates, the low-income housing credit by 
itself is more generous than the combination of accelerated depre- 
ciation and tax-exempt bond financing under prior law. Moreover, 
current tax benefits are targeted solely at low-income units. Tar- 
geting of the incentive is important because the efficiency cf 
rental-housing incentives improves dramatically with tai^eting. 

Nonetheless, we have concerns about the cost per unit of housing 
being created. One study of Federal housing incentives in the 
1960 s and 1970's, for instance, found that about 65 percent of Gov- 
ernment-subsidized low-income housing units were offiset by reduc- 
tions in market supply of housing. 

Also, 75 percent of low-income housing is not Federally subsi- 
dized. We need to be sure that tax policies do not threaten the via- 
bility of this mayor segment of the market. 

An assessment of low-income housing tax incentives will also re- 
quire a determin/ition of what percentage of the cost of the credit 
and tax-exempt londs accrues to the benefit of low-income families. 
A CBO study estimated, at one tune, that less than half of low- 
income housing tax subsidies under prior law actually reached the 
builder/developer or low-income renter. In addition, we are con- 
cerned that the tax credit may provide little or no incentive for 
maintenance. If units receiving the credit rent at below-markei 
levels, landlords could conceivably allow projects to deteriorate 
without losing tenants. And finally, households substantially below 
the poverty level are actually unlikely to benefit from the credit. 

Another source of inefficiency is that the low-income housing 
credit may not result in a quality of housing, or location, that is 
appropriate or desired by the low-income renter. Thus, even if the 
full value of the credit were passed along to these tenants, the 
value to the renter would be less than the amount of the subsidy. 
For instance, the assisted housing may not be near jobs or public 
transportation that poor households need. It may not provide the 
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amenities that poor households want, but nonetheless have to pay 
for through the credit 

The w&inistration has addressed these concerns by reemphasiz- 
ingits conunitment to rental housing vouchers in the 1989 budget 

We are also particularly concerned that the low-income housing 
credit not become the dominant mechanism for assisting low- 
ma)me Iwusing. The annual cost of the credits could be $3 billion, 
If fully phased in on a permanent basis. In light of the relative effi- 
cxenpy of vouchers, we Question whether so much of the housing as- 
sistance for the poor should be channeled through the tax-credit 
mechanism. 

Mr. C^urman, the remainder of my testimony deals mainly with 
H.R. 3663, which is going to be the focus of a future hearing. 

Would you like me to proceed with that, or would you prefer to 
go on to the other testimonies— with respect to the credit itself. 

Mr. DoRGAN. Why don't you go ahead and proceed; Mr. Steuerle. 

Mr. Stexjbrle. H.R. 3663 is designed primarily to encourage the 
preservation of existing Government-assisted multifamily low- and 
moderate-income housing through additional tax incentives for the 
ownera of the housing. The tax mcentives provided by this bill are 
intended primarily to address the loss of low-income housing that 
may occur when Government-assisted projects become eligible to 
prepay mortgages and terminate low-income occupancy. 

The administration is committed to preserving existing HUD-av 
sisted housing for low-income tenants to the maximum extent prac- 
ticable and at a cost commensurate with the amoimt of housing 
provided. For this reason, the administration has supported provi- 
sions in the Housing and Community Development Act of 1^7 to 
OTOvide nontax incentives for owners who may prepay and convert 
the housing to market-rate rental occupancy. In addition, a techni- 
cal correction to the low-income housmg tax credit, supported by 
tho Treasury Department would waive the 10-year holding period 
requirement for existing federally assisted housing in circum- 
stances where federally assisted and federally insured low-income 
buildmgs would otherwise be converted to serve non-low-income 
tenants. 

Although we support present measures to preserve existing low- 
income housing, we believe that the current budget situation and 
the new housing law and tax credit v, aiver provision provide an op- 
portunity to reassess the proper mjc of housing programs and tax 
incentives to preserve low-income housing. For these reasons, we 
are opposed to substantive changes in the tax law in H.R. 3663 that 
provide additional incentives. 

In addition to our general concerns, we have a number of specific 
comments. We are especially concerned with windfalls that might 
mure to the benefit of owners rather than to low-mcome tenants 
under this bill. 

Just to give one example, Mr. Oiairman we strongly object to 
provisions to restore basis. The cost of both the project and the im- 
proyemente presumably already have been capitalized and depreci- 
ated. The effect of this special basis provision would be to permit a 
double deduction of the cost of the housing and improvements. 
Such a departure from long-established principles of tax law and 
accounting is not warranted. 
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Moreover, the amount of tax benefit from the restoration of the 
basis would bear no ^elation to the amoimt of low-income housing 
provided. Such a subsidy would operate in an arbitrary manner, re- 
sulting in tax benefits unrelated both to the number of low-income 
individuals served and the current economic situation of the par- 
ticular project. 

We have similar concerns with other sections of the bill, Mr. 
Chairman, but I will not go into them at this point, but refer you 
to my testimony. 

In summary. Treasury is fully committed to the reforms enacted 
in 1986, reforms aimed at making a fairer and more efficient Tax 
Code and at helping low-income individuals directly through elimi- 
nation or reduction of tax payments and expansion of the earned 
income tax cr^t. In addition, we supported targeting of housing 
benefit43 to low-income individuals because previous provisions had 
only limited effect on the supply of housing to such individuals and 
often involved costs far in excess of the benefits. We remain com- 
mitted to these compromised. As evidence on the tax credit be- 
comes available, we need to examine its efficiency relative to other, 
more direct, ways of helping low-income individuals, such as hous- 
ing vouchers and the earned income tax credit. 

We do not believe that it is time to make msgor changes to the 
credit. We know too little about its effectiveness. We especially 
oppose provisioiis that would provide significant windfalls to 
owners of real estate and little benefit to low-income individuals. 
We do, however, support ^iniited technical corrections designed to 
make the existing credit more workable, such as allowing a waiver 
to certain rules in limited circumstances in which federally assist- 
ed and federally insured low-income buildings would otherwise be 
converted to serve non-low-income tenants. 

Thwik you. 

[The statement c^f Mr. Steuerle follows:] 
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Mr. Chairman and Members of the Subcommittee; 

I am pleased to have the opportunity to present the views of 
the Treasury Department on the low-income housing tsx credit and 
proposals to provide additional tax relief to certain owners of 
low^income housing. Although the tax code has a limited role in 
the direct provision of low-income housing, tax reform made a 
significant contribution to the ability of poor working families 
to afford decent housing. The Tax Reform Act of 1986 removed 
millions of poor families from the Federal income tax rolls, it 
also expanded by several billion dollars the earned income tax 
credit, which benefits working poor households. Moreover, the Tax 
Reform Act replaced the panoply of rental housing tax expenditures 
under prior law with a new low-income housing tax credit and 
tax-exempt bond financing, both of which are better targeted to 
the truly needy. We believe that, taken together, these 
provisions represent a strong commitment to the needs of poor 
families. ^ 



The Administration supported the lo^-income housing credit 
enacted in the Tax Reform Act of 1986. We will be closely 
monitoring the credit during 1988 and the early part of 1989, as 
more taxpayers take advantage of this important incentive for 
investment in low-income rental housing. During the period 
between now and its scheduled expiration at the end of 1989, we 
would like to work with Congress in determining the fairest and 
most effective way of assisting low-income individuals in meeting 
their rental housing needs. 

With the exception of certain technical corrections, we do 
not support any substantive changes to the existing tax incentives 
£or rental housing at this time. Furthermore, we also oppose H.R. 
3663 because it would provide limited benefits to the poor 
relative to the costs that would be incurred. 

The focus of my testimony is on the fairest and most 
effective ways of assisting low-income individuals, in that 
regard, a very important criterion for examining the current and 
proposed tax incentives is the following: for each $100 of 
revenues involved, how much in the way of housing benefits go to 
low-income families? if the tax incentives are not adequately 
designed or targeted, much of the benefits could go to non-low- 
mcome renters, investors, existing larivnords, land owners, or 
developers and syndicators. In addition, concerns about 
administrability of the incentives, the effect on renters' choice 
of housing location and level of services, and incentives for 
maintenance and retention of the housing as low-income must be 
considered , 



My testimony has three parts. First, i will discuss the role 
of the Tax Reform Act of 1986 in meeting the housing needs of poor 
families, second, i will address the low-income housing tax 
credit. Third, I will comment on the proposed modifications in 
H.R. 3663 . 
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I. Tax Reform Act ot 19B6 ami I^w-Incomo Housln.j 

Two of the principal objectives of the Tax Reform Act of 
19S6 wori) f4iirnl}nn and reducing tho extettt to which th») t<\x system 
intor(<2rc(i with the efficient decisions ot Individuals «-)nd 
txisinosscs. Xhe tax reform provisions affecting .rent«il housing 
wore generally consistent with those objectives. 

Pdirness w.i8 advanced by removing milHon<t of poor 
households from the Pederal Income tax rolls and by substantially 
increasing and indexing for inflation tho earned income tax 
credit. Full Indexation moans that thQ<;o measures ropresent 
permanent gains for poor families. Exports at tho Department of 
Housing} and Urban Dovolopmont (MUD) have emphasized that the 
problems with low-incono housing are principally af fordabi 1 i ty 
rather than availability. Tax roforra represented a tangible 
contribution toward tho ability of working poor families to bo 
able to afford decent housing (as well as food, clothing, and 
other necosslties) . 

Tho now law substantiaMy reduced the tax shelter 
opportunities in rental housing investment. Rvon when such tax 
shelters ^ "re in pursuit of such worthy objectives as housing the 
poor, they created a perception of unfairness that undermined 
confidence in the income tax system. Moroovor, tax shelter 
ini/ostmonts in low<>incono housing were inefficient bocause much of 
tho tax benefits accrued to high»income investors and only a 
fraction actually reached low-incomo renters. 

Tax reform replaced a number of rental housing tax 
incentives with a single tax credit to encourage now construction, 
rohabilitation, and preservation of low-income housing. The new 
credit is directly trelatod to the amount of low-income housing 
provided. The credit and the more tightly targeted rental housing 
tdx-oxempt bonds &re aimed specifically at renters near tho 
povorty lovol. While all subsidies are inefficient in tho sonso 
that only a fraction of expenditures actually results ir. a net 
increase in tho housing stock, scholarly research on housing 
programs has found evidence tnat targeting subsidies at familio.Y 
noAr the povorty lino can substantially improve their 
of foctivonoss. 

II. LOW- Income Housing Tax Credit 

A. IjQw-Incomo Housing Tax Incentives Under Prior Law 

Tho motivation for tho low-incono housing credit was that 
tho tax provision for low-income housing under prior law wore 
thought to be in<> icior.t. Congress was concerned that tho trx 
preferences under prior law were not effective in providing 
affordable housing for low-inc(^e individuals. Tho proforoncos 
wore uncoordinated and the amount of tax subsidy was not diroctly 
related tho number of low-income households being served. 
There was no incentive for recipients of tax subsidies to provide 
more low-income units than tho minimum amounts, not was thoro any 
direct incentive to limit rents. 

One primary tax benefit for low-income housing was 
accoloratod depreciation at 200 percent declining balance over is 
years. Recapture of accelerated depreciation of low-income 
housing was phased out after 100 months. In addition, 
construction period interest and taxes could be expensed f<?r now 
low-incomo housing. Substantial rehabilitation expend' cures were 
amortized over five years. Low-incomo housing investors wore 
excepted from tho at-risk rulos to£ real estate. In combination 
with the higher marginal tax rates under prior law, those 
accelerated deductions resulted in largo tax reductions for owners 
of low-incomo housing projects that wore assisted by HUD or tho 
Parmer's Hone Administration (FmHA). To qualify as low-incono 
housing, at least Q5 percent of tenants had to have incomes below 
50 percent of area median income. 
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Other tAx bonofitft asoistcM rontAl housing oonorally a kov 
inJiiri*'?'' tho proforentiAl ux troatnent of dobt-finanw^ 
^uaJ^JU ; Z'^*"'''' "^^^^^^^ invostmonts woro often highly 

i>^umnn'«i ^^'^^^^ relative to current iniof^e, 

I?rr!hM?^J" J'""^'' deductions. Much of the income 
innri^y^f? ° *"^«r««*^ expense was Uter realized as capital 
?Smi toJi Which was taxed at the lower tax rates on 

n^ln^i w S?* ?^^»»<>"0h tax-exempt hond financing wan 

no5>inally directed at low-income rental housing, the incone limits 

?--?''*^ income restrictions. The result was that most 
bond-assisted projoct-j benefited moderate- and upper-income 




of construction period interest and taxes. 




Tho^ow- income bousing tax credit is allocated by state 
residential rental projects providing 
low-Income bousing. Project owners must ^gree to rent at le'ist 20 
percent of their units to low-^ncone households for 15 years, 

h^Ln/^^^ restrictions. Qualified projects are eligible for 
tax benefits of up to 70 percent of the pVesbnt value of the 
pSriod low-income housing, paid over a lO-year 

NOW construction and qualified rehabilitation expenditures 
fnr subsidizes low-income housing units are eligible 

for a tax credit of up to 70 percent of the initial low-incom? 
n«I!?i!l^ Jnvostnent. Because the credit is paid over a lO-year 
period, the annual credit for qualified new construction 
Investments made in I9fi7 was 9 percent of the initial investment. 

S ? financing or certain other government subsidies 

are used to finance the project, then a 30 percent credit rate 
appl es. Purchases of existing units that were last placed in 
^llHl^^ ^° eligible for a 30 percent 

.\ . owners provide more low-Income housing units than 
t?^n?Ki« the nitial application with the StaEe; they a?S 
rii?^J%J'"' S^??^* ?^ two-thirds of the Initial rate fir tho 
cost of the additional low-Income units. 

The credit Is only available for units rented to households 
^i:.®"^ ^^^^1 poverty level, in general, a project owner can 
unuf^uJ? ?^ minimum qualifying Sriteria: (IJ 40 pSrw^t"? 
nSi^nnr^f to bouseholSs whoso Incones do not exceed 60 

^««^«h\^ 2^ percent of unics nu3t be 

rented to households whose Incomes do not exceed 50 percent of 
area median Income. 

»«r..««?®!lJ* on qualifying low-Income units must not exceed 30 
percent of qualifyiro income (either 50 percent or 60 percent of 
area median as eJ-.^tod by project owner) . 

Designated state agencies authorize credits to qualifvina 
projects Subject to an overall csp of si. 25 per capita of niw 



"^^^uTsTcSnoral Accounting office. Rental Housing: m^t ft and 
Benefits of Financing with Tax-Exempt Bonds . Uba. ^ 
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annual credit authority per year, in 1987, the total credit 
authority was approximately $300 million, states may not 
generally carry over unused credit authority except xn 1989. 
One-tenth of the State cap is set aside for projects that are 
syndicated by qualified tax-exempt organizations. 

Projects that fail to provide the agreed upon percentage of 
low-income housing units, exceed qualifying rent limits, or are 
transferred without posting suitable bond are subject to full or 
partial recapture of the accelerated portion of the credits 
claimed. For projects that fail to comply in the first 11 years, 
1/3 of credits are recaptured with interest. The recapture 
fraction phases cut between years 12 through 15. 

C» Current Experience with tne Low-Income H ousing Tax 
Credit ^ 

We have inadequate data at this time to evaluate the first 
year's experience with the low-income housing tax credit. The 
first income tax returns claiming low-income housing credits are 
only now being filed with the Internal Revenue Service. However, 
experience with other new tax incentives, as well as survey 
results commissioned by the National Council of State Housing 
Agencies, would suggest that first-year usage of the credit has 
been only moderate. 

New programs often start up slowly for a number of reasons. 
First, new construction and substantial rehabilitation projects 
may take several years between planning and execution. Second, 
information about new programs and their benefits may take a year 
or two to be widely disseminated and incorporated in investor's 
and developer's practices. Finally, tax reform has changed the 
way low-income housing is financed. The passive loss limitations 
and alternative minimum tax limit the ability of wealthy 
individuals to reduce their tax liability through tax shelters, 
including rental housing tax shelters. Thus, syndicators are 
seeking investors with lower mcones (below $200,000) and dividing 
projects into smaller shares. Tax reform also changed the 
attractiveness of low-income housing for corporations relative tc 
individual tax shelter investors* corporate ownership of 
low-income housing may increase significantly. 

Another source of delay is uncertainty about the imple- 
mentation of the new credit. Uncertainty about technical 
corrections to the 1986 Act is a significant impediment. 
Moreover, the complexity of the new law has required a number of 
regulations. To facilitate this process, we urge the Congress to 
expedite passage of technical corrections. Passage of technical 
corrections should not again be delayed by other unrelated 
considerations. 

The Treasury Department will continue to monitor the 
experien/^c with the low-income housing tax credit during 1988 and 
the Ccirly part of 1989. We expect an increase in use of the 
credit as the rules are clarified and as investors and developers 
become more familiar with the credit. 

D« Evaluation of the Low-Income Housing Credit 

We welcome the opportunity to begin to assess the likely 
strengths and weaknesses of the low-income housing crodit in the 
context of overall tax and housing policy, while the low-income 
housing credit is a clear improvement over prior law, we do have 
some concerns about the efficiency and equity of the credit that 
need further examination by HUD, Treasury, and the Congress. 

The low-income housing tax credit is a significant 
irprovement over prior law. Based on our estimates, the 
low-income housing credit by itself is more generous than the 
combination of accelerated depreciation and tax-exempt bond 
financing under prior law. Moreover, current tax benefits are 
targeted solely at low-income units. Under prior law, most of the 
tax incentives for rental housing supported moderate- and 
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nupper-income rentals. Tax reform targeted the incentives toward 
housing for families near or below the poverty level. 

... Targeting of the incentive is important because the 
tilt ''^"^f^ housing incentives— i the extent to which 

they can permanently increase the stock of housing rather than 
simply replace market-supplied housing— improves dramatically with 
targeting, while there is limited empirical evidence, one study 
2/ Of federal housing incentives in the 1960s and 1970s found that 
about 65 percent of government-subsidized low-income housing units 
were offset by reductions in market-supplied housing. The study 
found that subsidies for moderate-income housing resulted in no 
statistically significant long-run increase in housing supply. 

Nonetheless, we have concerns about the cost per unit of 
housing created. First, as noted, this type of subsidy still 
results in seme displacement of market-rate rental housing, some 
subsidized units simply replace units that would have been 
available m the absence of federal assistance. Currently 75 
percent of low-income housing is not federally subsidized. We 
need to bo sure that tax policies do not threaten the viability of 
this major segment of the market. 

An assessment of low-income housing tax incentives will 
require determination of what percentage of the cost of the credit 
and tax-oxoppt bonds accrues to the benefit of low-income 
families. A 1977 CBO study 3/ estimated that less than half of 
low-income housing tax subsidies under prior law actually reached 
the builder/developer or low-income renter. Lower tax rates may 

J, extent to which high tax bracket investors can earn 
Windfall returns and overhead costs may bo reduced to the extent 
that corporations increase their ownership of low-income housing. 
A complete accounting of the costs also must include the 
additional administrative costs borne by the iRS, HUD, and state 
housing agencies. 

Secono', the low- income housing credit may have some 
undesirable effects. The credit includes no incentive for 
?! receiving the credit rent at below market 

levels, landlords could conceivably allow the projects to 
without losing tenants, in addition, without 
additional subsidies, project owners have Uttle economic 
incentive to keep the project low-income at^er the compliance 
poriofl elapses. Finally, households substantially below the 
poverty level are unlikely to henofit from the credit. Units that 
rent for 30 percent of poverty-level income are generally beyond 
the reach of households whose incomes are at half or loss of 
Kc®J«r income. For example, if area median income is 

525,000, projects that have at least 40 percent low-income units 
have an income limit of S15,000 (60 percent of area median) and 
qualifying rent of S4,50O per year (or S375 per month), a 
household with annual income of S8»000 per year (approximately one 
full time wage at $4.00 per hour or S667 per month) would not 
generally bo able to afford this ront. Vouchors may make those 
units more accessible to very poor people. 

Finally, another source of inefficiency is that the 
low-income housing credit may not result in housing of a quality 
or location that is appropriate for or desired by low-income 

enters. Thus, oven if the full value of the credit wore passed 
along to low-income tenants, the value to the renter would be loss 
than tho amount of the subsidy. For example, the assisted housing 
may not bo located near jobs or public transportation that tho 



2/ Michael p. Murray, "Subsidized and rnsubsidizod Housing 
Starts: 1961-1977," Tho Review of Economics and S tatistics. 65-4, 
(November 1983), pp. 590-597. — 

3/ congressional Budget office. Real Estate T ax Shelter 
Subsidies and Direct Subsidy Alternatives, 19771 ~ 
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poor DOusohold niic<]$. Mon»Ovor, since corfttoon facilities such as 
.swimnimj i>ool.s ami parkimj lots arc allocatotl prot>*?rt ionatcly 
between low- income ami warket units for puq>oscs of the crcilit, 
investors in tnixed-uso projects nay have an incentive to provide 
nor.> ancnities than low-lncone households would prefer. The 
et'fect is that sone lov-incono households raay be nearly 
indifferent between the subsidized housing and other market 
rentals that are available in wore convenient locations or have 
fewer unnecessary anonities* Thus, the incentive distorts the 
choice of housinj of the low-inconie renters and provides less 
value to the subsidized renter than the cost of the subsidy. 

The AdcriinistraCion has addressed nany of these concerns by 
recaphasizinc} its commitnent to rental housing vouchers in the 
1989 budrjet, vouchers avoid nany of the inefficiencies discussed 
.abov(*,^The b idyet proposes to provide 135,500 additional vouchers 
rto neoQy households. We need to detemine whether the low-incoae 
housing credit can be as cost-effective and as efficient as 
vouchers . 

we aie particularly concerned that the low-income housing 
credit not become thu' dominant mechanism for assisting low-incone 
housing. While the current revenue cost of the low- income housing 
tax credit is estimated to be S60 million in calendar year 1987, 
the cost tjrows to around S800 million in fiscal year 1991 as a 
result of increased usnge of the credit and the payment of credits 
for 10 years on earlier projects. The annual cost of the credits 
could be S3 billion if fully phased in on a permanent basis. In 
light of the relative efficiency of vouchers, we question whether 
so much of housing assistance for the poor should be channeled 
through the tax credit mechanism. 

E, Technical I^;sues 

Many technical issues are addressed in the proposed 
technical corrections bills. The Treasury Department has 
testified previously in favor of a technical correction to the 
10-year holding period requirement in the limited circumstance in 
which federally-assisted and federally-insured low-income 
buildings would otherwise be converted to serve non-low-income 
tenants. This linited waiver authority is fully consistent with 
the intent of the waiver provision to reduce the Federal 
Government's financial exposure with resoect to federally-assisted 
buildings and to prevent conversion of existing HUD and PnHA 
properties into non- low- income housing. Allowing a waiver of the 
10-year holding period requirement provides an incentive to 
taxpayers to acquire, operate, and maintain existing 
federal ly-assiste** buildings for low-lncorae tenants, thereby 
eliminating any risk of foreclosure or conversion. Thus, this 
waiver authority furthers existing Federal low-income housing 
programs by protecting Federal financial commitments and 
preserving the stock of federally-assisted low-incone buildings. 

The Treasury Departnent currently is studying the numerous 
technical corrections to the credit proposed by the House ana the 
Senate. Since it would no be practical to describe or discuss 
each of the bill's many provisions relating to the tax credit in 
this testimony, we will provide our views when the technics' 
corrections bill is being considered by Congress. 

Other technical issues with respect to the credit have been 
addressed in regulation projects. To date, the Internal Revenue 
Service has issued two sets of regulations under section 42, and a 
third set of regulations will be issued in the near future. The 
first set of regulations provides guidance to State housing 
agencies on the proper method to allocate the credit, and the 
second set of regulations provides guidance to taxpayers se«"king a 
waiver of the lo-year holding period requirement. The next set 
of regulations will address, among other issues, the extremely 
complex recapture and partnership rules. 
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The Internal Revenue Service has tried to develop workable 
and understandable regulations to address technical issues in the 
statute. For example, to facilitate use oC the credit, the 
regulations under section 42 have adopted huD definitions and 
standards, whenever possible, m addition, to, ease administrative 
burdens, the internal Revenue Service is considering adopting 
automatic election procedures such as an automatic election to 
waive the lo-year holding period requirement, where applicable. 

Passage of a technical correction bill and issuance of a 
complete set of regulations under section 42 are important steps 
to spur additional use of the credit. Ke are committed to 
providing needed guidance to taxpayers as soon as possible. 

III. H.R. 3663 

H.R. 3663 is designed primarily to encourage the 
preservation of existing government-assisted raulti- family low- and 
moderate- income housing through additional tax incentives for the 
owners of the housing. Section 2 of the bill would allow a 
duplication of depreciation deductions, exclusion of certain 
gains, as well as low-incor»e housing tax credits to certain owners 
Of low- income housing if they agree to maintain their property as 
low-income housing for an additional 20 years. Section 3 of the 
bill would waive the 10-year holding period requirement for the 
low-income housing credit for all government-assisted buildings 
which appear likely to stop renting to 1-w- and moderate-income 
tenants. Section 4 of the bill would al.ow a seller of certain 
low-income buildings to exclude from taxable income the gain 
attributable to indebtedness on the property if the buyer agrees 
to maintain the building as low- or moderate-income housing for 15 
years from the date of sale. Section 5 of the bill would allow 
certain co-ops to derive more than 20 percent of their income from 
non-nember sources. Section 6 of the bill would provide that 
income attributable to a mandatory reserve of a housing 
cooperative would be treated derived from members for purposes 
of section 277, ^ 

The tax incentives provided by H.R. 3663 are intended 
primarily to address the loss of low-income housing that may occur 
when government-assisted projects become eligible to prepay their 
^Sf^3f?^f terminate low-income occupancy, urder section 

■\ y National Housing Act of 1934, HUD 

provided interest reduction payments for the construction and 
substantial rehabilitation of low-income housing projects. Over 
5,000 low-income housing projects (containing approximately 
600,000 units) were federally assisted under these programs, nost 
Of which were completed in the late 1960s and early 1970s under 
these programs, many owners are entitled to prepay their* mortgages 
after 20 years without fUD approval and, upon prepayment, would no 
longer be obligated to provide low-income housing. Many 01 the 
existing HUD-assisted projects are nearing the end of the 20-year 
obligation period, without additional incentives, owners of low- 
and raoderate-mcome housing developnents may exercise the 
provisions allowing them to prepay their debt and thus free 
thcmsexves of the restriction requiring them to rent to low- and 
moderate- income tenants. 

A. General Comments 

We welcome this opportunity to Oiscuss measures to encourage 
the preservation of housing for low- and moderate-income tenants. 
This Administration is committed to preserving existing 
HUD-assisted housing for low-income tenants to the maximum extent 
practicable and at a cost commensurate with the amount of housing 
provided. For this reason, the Administration has supported two 
recent provisions speciciCftUy designed to encourage project 
owners to retain units in lo /-income occupancy. The Housing and 
Community Development Act of 1987 recently signed Into law by the 
President contains numerous .on-tax incentives for owners who may 
prepay and convert th- housing to market-rate rent occupancy, in 
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addition, a technical correction to the low-income housing tax 
credit, supported by the Treasury Dopartnent, woul'l waive the 
10-ycar holding period requirement for existing federally-assisted 
housing in circumstances in which federally-assisted and 
federally- insured low-inccme huildings would otherwise be 
converted to serve non-low- inco^te tenants. This correction would 
provide purchasers with an incentive to preserve rental units in 
low- income occupancy* 

These provisions are part of a new unified housing policy 
employing exist ing tools to address the prepaynont situation. 
Both provisions are narrowly targeted to provide henefits only to 
owners of low-incone housing v.::o are capable of prepaying and 
converting to market-rate occupancy, in addition, HUD, RaHA, and 
the Treasury will coordinate these provisions, while owners will 
assess their eligibility for these benefits. Although we support 
present neasures to preserve existing low-incone housing, we 
believe that the current budget situation and the new housing law 
and tax credit waiver provision provide an opportunity to reassess 
the proper Qix of houring programs and tax incentives to preserve 
low-incone housing. For these reasons, we are opposed to the 
substantive changes in the tax law in H.R. 3663 that provide 
additional incentives to owners of low-incone housinr . 

In addition to our general concerns, we havo a nunher of 
specific conanents about each section of the hill. We are 
especially ccncerned with windfalls that might inure to ;^he 
benefit of owners, rather than low-incoTie tenants, under this 
bill. I will discuss each section of the hill separately. 

B. Section 2: Restoration of Basis 

Ser w ion 2 of the bill would anend the Code to provide a new 
section 1061 which would allow certain ownors of low-inco-ne 
housing to increase their basis in the housing hy the original 
cost of the housing and the cost of any improvements to tho 
housing, if ti.cy agree to continue to operate the housinj under 
the existing government program restrictions for at least 20 
years. This section would effectively increase the amount of 
depreciation deductions and linit gain on disposition of the 
building. The provision also would eliminate the acquisition 
requirement for the low- income housing tax credit, providing both 
the credit and the restoration of basis to taxpayers who have 
owned projects for at least 10 years. If the owner failed to 
provide the required low- income housing throughout the 20 years, 
the owner would be subject to a recapture tax equal to the amount 
of taxes saved in prior years, with ir.terest. 

We strongly object„to provisions to restore basis. The cost 
of both the project and the improvements presu'nahly already have 
been capitalized and depreciated under section 167 or section 168 
of the Code. Thus, the effect of this special basis provision may 
permit a double deduction of tht. vost of the housing and improve- 
ments. The cost would be taken into account twice for deprecia- 
tion ani 7ain purposes without any corresponding recapture tax. 
Such a u»,parture fran long established principles of tax law and 
accounting is not warranted. 

Second, we oppose the special treatment accorded owners who 
do not acquire the project by purchase and currently do not 
qualify for the low-income tax credit. This acquisition 
requirement was intended to prevent taxpayers frou claming the 
new tax credit if they had henefited fro-n the generous tax 
benefits provided under prior law for low- income housing. Section 
2 of the bill would not only negate the present acquisition rule 
and allow such owners to claim the tax credit, but it also would 
provide an additional benefit to such owners by restoring the 
basis of the project. l?e do not helieve that such taxpayers 
should be accorded «. windfall by the enactment of H.R. 3663^ a 
windfall that may provide little henefit to low-income persons. 
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In addition, many of these owners presumably are not currently 
entitled to prepay their mortgage and stop providing low-income 
housing . 

Third, the amount of tax benefit from restoration of basis 
would bear no rriation to the amount of low-income housing 
provided. Such a subsidy would -operate in an arbitrary manner, 
resulting in tax benefits unrelated both to the number of 
low-incone individuals served and the curreut econonic situation 
of the particular project. ' 

Fourth, and equally troubling, section 2 of the bill suffers 
from the same shortcomings as the current low-income housing tax 
credit- Because benefits are. available only- to owners of 
government-assisted projects, owners of non-subsidized housing 
would suffer another competitive disadvantage that may threaten 
the viability of their projects. Moreover, this provision does 
not provide any incentive for repairs and maintenance and contains 
difficult and perhaps unworkable recapture rules. Finally, this 
provision would skew investment towards the tenants currently 
targeted by the tax credit at the expense of market-rent and very 
low-incc^e housing tenants and turther restrict a low-income 
tenant's choice of housing. Ke question whether additional 
revenue should be targeted in this way. 

C. Section 3 : Expansion of the 10-year Holding Period 

Section 3 of the bill would amend section 42(d)(6) of the 
Code to waive the 10-year holding period ^or purposes of 
qualifying existing government-assisted rental projects for the 
low-income housing credit- The 10-year holding period would not 
apply where a sale would help avoid default or conversion to 
non-low- income housing or where the building was taken in default 
by a government agency during the last 10 years. For purposes of 
section 3, •government-assisted building" means any building which 
is substantially assisted, financed, or operated under any 
Federal, State, or local housing program. 

Section 3 of the bill goes beyond the intent of the original 
waiver rule and would reward owners of mismanaged or neglected 
housing projects by providing a waiver any time a credit would 
help avoid default or mitigate loss to any government, it would 
actually provide an incentive for owners to let marginal projects 
deteriorate rather than attempt to koep them viable. Since the 
purchasers of troubled projects would be eligible for the credit, 
they would be willing to pay more than they would in the absence 
of a credit. with the credit, a purchaser would be willing to 
pay as much as 30 percent more than the project would be worth 
otherwise. Thus, the broad waiver authority contemplated in this 
bill *ould encourage soae owners to let their projects fail in 
order to receive a windfall. Over time, this could reduce the 
supply of housing available to low-income households. 

The provision would also allow a waiver of the 10-year 
holding period any time a huilding is acquired by the taxpayer 
from any governmental bcdy, including State and local governments. 
AS noted above, the intent of the waiver rule was to protect HUD 
and Federal mortgage insurance funds from financial risk. Tnls 
expansion of the waiver provision would result in no corresponding 
increase in Federal savings. 

As noted in Part H of our testimony, we support a more 
limited waiver rule. We believe that the Treasury Department 
should retain authority to waive the 10-yeai holding period 
requirement to prevent federally-assisted and federally-insured 
buildings from being converted to serve non-low- income tenants. 
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0. fiection 4t ExcAusion of Gain From Di^^position of 
use-Restricted oiialitied Low-lncomc Housiiij project 

Under section 4 of the bill, an owner (other than a 
corporation) of certain yovernnent-a«>si'5ted low-mcone housing 
could exclude from gross income an unount equal to the excess of 
the- indebtedness on the property over its adjusted basis if the 
ouner sells to a purchaser who agrees to maintain the housing as 
low-incone for 15 years. The provision does not nttenpt to 
distinguish between taxpayers who own financially-distressed 
projects or projects that may otherwise be converted to 
non- low- income projects and those who aro not m default and have 
a currr it agreenent with a governnent agency to maintain the 
housin? as low-income for 15 years or more. In either case, this 
provision would provide windfalls to sellers often without adding 
or preserving any additional low-income housing. 

The amount of subsidy would depend on the ar.junt of debt on 
the project, not on the nunber of low-incone families assisted. 
This provision would reward highly-leveraged and therefore 
potentially riskier projects. 

We also foresee serious difficulties in administering this 
provision. For example, the provision would not impose a 
recapture tax if the purchaser failed to maintain the housing as 
low-income housing for the entire 15-year period. 

Further, we believe that this provision has a significant 
potential for abuse since the amount of the subsidy depends 
directly on the amc>unt of financing and refinancing. A taxpayer 
could achieve significant tax savings by refinancing the property 
to exclude that amount fron tax upon the sale of tne project. 
Moreover, since the amount of the exclusion is unrelated to the 
basis of the project, the value of the tax benefits could exceed 
the cost of the project if the refinancing exceeds the original 
cost of the housing. 

We believe the narrowly-dirawn waiver provision described in 
Part II of this testiraony would accomplish the sane goals as this 
provision in a less costly and more efficient manner. The narrow 
waiver provision would encourage sales of property to prevent 
foreclosure or conversion yet would not provide an unnecessary 
windfall to owners of governrient-assisted low- and moderate- income 
housing. 

E. Section 5: Waiver of 80-percent Income Requirement 

under Section 216 For Limited Equity Cooperative Housing 
Corporat ions 

Section 5 of the bill provides that limited equity 
cooperative housing corporations are not subject to the 
requirement that at least 80 percent of more of their income for 
the taxable year be derived fron tenant- stockholders. As a 
result, limited equity cooperative housing corporations could 
derive nore than 20 percent of their incone from non-tenant 
stockholders and renain eligible to deduct taxes, interest, and 
business depreciation under section 216 of the Code. 

Treasury is opposed to waiving the 20-percent limit for 
limited equity cooperative housing corporations. If the 
20-percent lirait is removed, anv ^ount of non-tenant income would 
potentially be used by cooperatives to provide economic benefits 
to the tenant-stockholders (generally In the form of reduced 

rents). Such tenant-stockholders not .lly do not report taxable 

dividends in such circumstances. Under corporate tax rules, 
corporate after-tax income cannot be used to provide benefits 
without creating taxable dividend income, it would be 
inappropriate to expand the ability of cooperative housing 
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corporations to »»<irn jutsi«1e incomo without subjoctin.j tho 
tonant-stockhoMors to dividon.l ttixation. At other hCArina<s, 
Cong c«s«; it sole has oxpr«%ssoi1 concern about the cCCect on 
competition of profercncos boing givon to comrnorcial tax-cxcmpt or 
t^ix-pcoforieeil entities. 

^' Section fi; Troat»ient of Incomo on Mandatory Rosorvo s 
or Limited Equity Cooporativo Housing Corporation 

^ Sect- ion 6 would treat income crom mandatory reserves as 
ilerivoil Cra-n tcnant-stockholdccs for purpo«;i?s of socrion 277 of 
the Code. Taxpayers could «l»?ct to have this provision apply 
r**troactively. Treasury testified in opposition to a similar bill 
before this Subconmittee in Hayof 1986. In that testimony, we 
objected to the provision because it would interfere with ongomq 
controversies between the Internal Revenue Service and taxpayers 
Because section 6 of this bill would also apply retroactively and 
attect current cases, the Treasury Department must oppose this 
provision of the bill. n ^ 

Allowing a cooperative's investment income to be treated as 
membership mcorae would be roughly equivalent to exempting a 
cooperative honeowner's investment income from tax. The purpose 
of section 277 is to prevent nembership organizations, such as 
housing cooperativ-s, from obtaining such an unintended benefit. 



This concludes my remarks. I will be happy to answer anv 
questions. ' 
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Chairman Rangel. The next witness is from Housing and Urban 
Development, C. Duncan MacRae, General Deputy Assistant Secre- 
tary for Policy Development and Research. 

STATEMENT OF C. DUNCAN MacRAE, GENERAL DEPUTY ASSIST- 
ANT SECRETARY FOR POLICY DEVELOPMENT AND RESEARCH, 
US. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT 

Mr. MacRae. Thank you very much, Mr. Chairman. I am also 
very pleased to be here with you and to share the thoughts that 
HUD has r^arding the low-income housing tax credit. In my testi- 
mony today I will explain why HUD considers this credit to be es- 
pecially relevant to the Department's mission, and I will discuss 
two minor but extremely important changes which HUD is seeking 
through the technical corrections. The basic provisions are de- 
signed to make credit work more harmoniously with current hous- 
ing programs and policies. 

I wiil also briefly review the analysis that HUD has done of the 
nousing credit, and then describe two studies that the Department 
has planned to evaluate the credit and its success. 

First let me talk about the role of the tax credit in housing 
policy. Throughout this administration it has been HUD's policy to 
assist as many very low-income families as possible withhi avail- 
able resources. I am proud to say that in 1980 \ye had 3.1 million 
assisted households, and that nxmiber has increai?ed such that in 
1988 it is now 4.3 million. That represents an increase of 1.3 mil- 
lion. In fact, in 1989 we project an assistance level of 4.4. 

We, of course, support the housing voucher approach, and there 
is a very good correspondence between housing vouchers and the 
low-income housing tax credit. Both serve low-income renters; both 
use the existing housing stock. We estimate that the housing credit 
could support about 75,000 to about 200,000 low-income housing 
units per year. 

Now, by increasing the availability of housing, the credits com- 
plement the voucher and section 8 programs, which, as you know, 
are designed to basically deal with the issue of affordability. And 
by increasing the affordability of housing credit units, the housing 
voucher and section 8 programs increase the accessibility to very 
low-income families. 

The minor changes which I will now discuss will increase the 
correspondence between the housing credit and these HUD pro- 
grams to help low-income renters. 

The first change is designed to make Federal rental assistance 
programs work well with the credit. Under the section 8 program, 
a household must pay 30 percent of its monthly adjusted income 
for rent. Under the voucher piogram a household may elect to pay 
more than 30 percent of its incoii^e from rent. Without a teclmical 
correction, a section 8 or voucher household whose rent payment 
rose above the housing credits rent cap, which is simply either 30 
percent of 50 percent or 30 percent of 60 percent of median gross 
income, depending upon how the unit was qualified, could not be 
counted by an owner as occupying a unit eligible for the housing 
credit. 
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So our basic desire here is that as long as the unit is eligible for 
owner section 8 and voucher assistance, we feel that it ouSit to be 
eligible for the credit assistanc^^ 

' _ 2i Jh© twhnical corrections bills introduced in the House and in 
the Senate, all units occupied by households receiving Federal 
rental assistance payments would be eligible for the credit. With 
this 9'^g^>, ^ owner could charge the rent that is permitted 
under tivps rental assistance payment program rules and the 
jmt -would continue to be eligible for housing credits. The house- 
hold would continue to participate in our assisted housing pro- 
gMms untu 30 percent of its income equals the unit's gross rent in 
the case of the section 8, or the payment standard in the case of 
vouchers. 

This technical correction would greatly simplify the use of the 
housing credit with our Department's rental assistance programs. 

The second change is designed to assist in dealing with the pre- 
payment problem, which had already been very extensively dis- 
cussed by the two Senators and will also be discussed in rather full 
det^ by my colleague, Thoinas Demery, tomorrow, I believe. 

The third criterion for waiver of the 10-year holding period re- 
Qiurement in the original statute, under circumstances of financial 
distress, was proposed for elimination by the technical correction 
T'^',/?*'^®^ eliminating it, we believe that the provision 
should be modified so that it can allow for the extension of the 
waiver authority to deal with prepayment. In fact, in testimony by 
former Assistant Secretary Chapoton of Treasury before the Senate 
Finance Committee, he indicated that the Treasury Department 
sought to retain authority to waive this 10-year holmng period re- 
quirement when such a waiver is necessary to prevent federally as- 
sisted and federally insured low-income buildings from being con- 
verted to serve non-low-income tenants. Specifically, we support 
the language in the miscellaneous tax provisions of the House om- 
nibus reconciliation bill that would have permitted waivers to be 
granted to section 221(dX3) and section 236 projects to prevent their 
conversion to non-low-income use. 

Let me now turn, if I may, to anaij'sis of the low-income housing 
tax credit. HUD staff has analyzed the potential iiupacts of the 
low-income housing tax credit on low-income housing. The basic 
question has been: What rent would a imit have to receive in order 
to earn an acceptable rate of return for its owner? 

We essentially have come to the conclusion that the credit works 
under three basic conditions, and if one or more of these conditions 
is not satisfied, then the credit may not be sufficient to provide the 
benefits necessary to induce developers and investors in low-income 
housing. What are these three con(lit. -:us? 

The first condition is that the area is not one of high construc- 
tion costs arid low median income. The second one is that there are 
no abnormally high risks associated with the project. And the third 
one is that the passive loss limitations are not binding. 

What do these mean? First, a situation in which you have an 
area which is one of high construction costs and low median 
income would be a situation where the credit would not be suffi- 
cient to mduce new construction or rehabilitation. The low median 
income would mean that the rent can potentially would be too low. 
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The condition of aLuormaily liigh risk would mean that the de- 
veloper/investor would have a very high discount rate, an abnor- 
mally high di&coimt rate, perhaps caused by conditions of imcer- 
tain^ with respect to the econoriiic situation or, uncertainty with 
respect to tax provisions. 

The third condition is the one of a binding passive loss con- 
straint. If it is not possible for individuals to use the exemptions 
that are provided imder current law, or if corporations, who are 
not basically subject to the passive loss constraint, mtti cei*tain ex- 
ceptions, do not use the credit, then it. is difficult to use the bene- 
fits that underlie the credit. It is too early, in our mind, however, 
tc^tell whether these three conditions are in effect. And them's why 
we are carrying out p studies. 

The first study is designed to actually track the use of the low- 
income housing credit during its first two years. We are already 
gathering data with assistance from the Urban Institute and the 
National Coimcil of State Housing Agencies. We are ascertaining 
what uses of the credit occurred in 1987, and then we are going to 
be monitoring in the middle of 1988 and toward the end of 1988 the 
use of the credit in 1988. 

So we will have another survey in the middle of the year and 
then one , in January 1989. We wUl be pleased, of course, to share 
the results of this.ahalysis with you. 

The second HUD study will be a more formal process and out- 
comes evaluation, and is designed to provide information on the 
type of housing provided and households assisted during the first 
two years of the low-income housing credit. It will also examine the 
impact of the credit on the financial soimdness of the project and 
ownership arrangements. 

All the information gathered in this study we are hoping would 
be available next spring, and, of course, we will be very pleased to 
share this infor:'aation with you. 

There is a more extensive discussion of the evaluation in my pre- 
pared testimony, and so let me just conclude my remarks here. 

Thank you. 

[The statement of Mr. MacRae follows:] 
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Thank you for the opportunity to testify before this C0Rinitt*»e on a 
natter of gre^t inportdnce to the Department of Housing and Urban 
Oevelopmont. 

In Ttr/ testimony today, I will explain why HUO considers the low income 
housing credit to be est)ecia11y relevant to the Department's mission. Then 
I will discuss two minor but important changes which the Administration is 
seeking to enable the housing credit to work more harmoniously with current 
housing policies and programs. Hy t'»stimor\y will also r<»vierf HU&'s 
analysis of the housing credit and describe twt studies the Department is 
undertaking to better assess how well the credit is working. 



THE ROLE OF THE HOUSIHG CREOIT IN HOUSING POLICY 

Historically the tax system has provided substantial incentives for 
investment in rental and owner-occupied hojsino. Therefore, as the 
legislative Process which led up to the Tax Reform Act of 1986 began to 
change some of the key tax rules applied to residential investment, HUD 
followed these developments very closely to discern their likely impact on 
housing. Secretary Pierce set the Department's primary goal as ensuring 
that the needs of low income renters would be adequately provided for. 

It is for this reason that when Congress added the low-income housing 
credit to the Tax Reform Act of 198' . specifically to support low income 
housing, HUD and the AdiQinistration .'ecognized the value of this provision. 
We worked closely with Congress to refine this approach so that it has the 
potential to be a cost effective means of supplying affordable rental 
housing to meet the shelter needs of our nation's poor. 

The resulting provision directly corresponds to the policy of this 
Administration — 

to assist 3S many lo^ ^ncome families within available resources and 
focus on assisting those families with the most severe needs. 

Throughout this Adainistration, these objectives have been supported by 
using other cost effective approaches, such as the Housing Voucher program, 
to increase the nunbcr of low income families assisted. 

There is a good correspondeice between the low income credit and the 
Admini titration's Housing Voucher Program. Like Housing Vouchers and other 
federally assisted housing, the low income housing credit is specifically 
designed to serve low income renters with incomes less than either 50 or 60 
percent of iaedian family income. Consistent with housing policy, the 
housing credit recognizes the impoi'tance of preserving the existing stock 
of housing by providing for both acquisition and rehabilitation of housing 
for low income families. Currently discussions of housing policy are 
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exploring the role that State governments should play In providing rcr the 
housing needs of low Income faadles. Under the procedures of the low 
Income housing credit, States determine which projects will receive the 
credit and have broad powers In designing and Implementing this allocation 
process. 

The housing credit could be a majsr new source of housing for low 
Income families. Depending upon demand ty owners and developers and uPOn 
how States choose to allocate the credits between new construction, 
rehabilitation, or acquisition, the housing credit could support 75,000 to 
200,000 low Income housing unit per year. This availability of additional 
housing choices complements the Housing Voucher and Section 8 programs 
which make It possible for low Income families to afford decent hot/slng. 
The existence of these units Increases the choices available to these 
program participants. Historically, tax benefits have been a m<iJor 
Incentive for making more low Income housing available. The Ki Income 
housing credit continues that traditional role but with clear emphasis on 
low Income housing. 

The ability of housing vouchers to deal with the limited purchasing 
power of low Income families, the affordablllty problem, also provides an 
Important complement to the housing credit. Housing Voucher and Section 8 
recipients can occupy tax credit units. The support provided oy these 
programs can help very low Income families, those with Incomes 
substantially below 50 percent of median Income, to afford the restricted 
rents In housing credit units. 

In addition to Its use with housing vouchers and Section 8 
certificates, the credit could also be used to avert prf^ayment or defaults 
on HUD assisted low Income housing projects. The waiver provision 
specifically recognizes the use of the credit to protect HUO's mortgage 
Insurance funds. 

Let me note, however, before discussing possible minor changes to the 
waiver provision, that the President's 1989 Budget provides direct on- 
budget assistance tools, namely vouchers and Section 8 certificates, for 
ongoing rent subsidies to low-Income families In FHA-insured projects. 
More specifically, a substantial amount of sucU assistance is proposed in 
the President's 1989 Budaet for households living in projects which (I) 
prepay their mortgaaes; (2) default on their loans and go into assignment 
or foreclosure; or (3) are sold or otherwise disposed of. The Congress has 
supported these forms of assistance in the past to deal directly with ar\y 
tenants in danger of losing their Federal rental assistance. 

The minor changes which I will now discuss will increase the 
correspondence between the housing credit and these HUO programs to help 
low income renters. 

CHANGES FOR CONSIDERATION AS TECHNICAL CORRECTIONS TO THE LOW INCOME 
HOUSING CREDIT 

Since the passage of the Tax Reform Act of 198ft, the Administration 
has been working closely with Congressional staff on tr^chnlcal corrections 
and regulations. Two technical corrections were proposed by the 
Administration. One, removing a conflict between Section B and tax credit 
rules, was incorporated into the technical corrections bills introduced in 
the House and Senate in the last session. The oth^r, extending eligibility 
for a waiver under Section 42(d)(6) to projects eligible to prepay their 
mortgages, was supported by D. Donaldson Chapoton, Treasury Deputy 
Assistant Secretary for Tax Policy, in testimony July 22, 1987, before the 
Senate Finance Subcommittee on Taxation and Debt Hana^'^ent and was 
included among the miscellaneous tax provisions in the House Omnibus 
Reconciliation bill. I would like to discuss both of these proposals 
briefly since they have not yet been enacted into law. 

Federal Rental Assistance Programs and the Tax Credit 

Under the low-Income housing credit as enacted by the Tax Reform Act 
of 1986, to qualify for housing credits, a unit must be occupied by a 
household with Income below either 50 percent or 60 percent of area median 
Income (depending upon the targeting option selected by the owner) 
[Section 42(g)}. Following Iriltlal occupancy, a household's ihcosie nay 
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fncrcasc to 140 percent of the qualifying incoa» before itJ unit csasos to 
qualify for housing credits. The unit cust also be rent-rcstrlcted: its 
rent cwst not exceed 30 oercent of the qualifying incotne. S«»ction 8 and 
comparable rental assistance ;?ayi!wnts are excluded froa gross rent in 
determining whether a unit wets th** rent-restriction tost; only the 
household's contribution to rent counts in deternining a unit's <*ligibility 
for housing credits. 

Under the Section 8 progran, a household nust.pay 30 p^^rcnt of its 
monthly adjusted income for rent (or alternatively, 10 percent o' its 
unadjusted income or the monthly portion of a welfare assistance payment 
designated for rent). Under the voucher program, a household niy ci/»ct to 
pay more than 30 percent of its incow for rent. These program features 
can conflict with housing credit rules in the manner described below. 

Without a technical correction, a Section 8 or vouch^'r household whose 
required contribution to rent under the rules of these programs rose above 
the restricted rent cap could not be counted by an owner as occupying a 
unit eligible for the housing credits. This problem could not arise tor a 
Section 8 certificate holder at the time of initial occupancy, because the 
household's income must be below 50 percent of area median income to 
qualify for rental assistance. However, as the household's income rises, 
its rcquVcd contribution to rent could exceed 30 percent of the h^Hising 
credit qualifying income, 50 that its unit co'ild not be counted by the 
owner for housing credits. 

The problem of the household's contribution ' rent exceeding 30 
percent of the housing credit qualifying income could arise for a voucher 
household even at the time of initial occupancy. In the voucher program 
there is no rent ceiling and the household can choose to contribute more 
than 30 Percent of its income to rent. This problwa could curtail the 
choice of units aval)able to voucher households. Even if the problem did 
not arise at the time of initial occupancy, it could arise as the voucher 
household's income increased, and its contribution to rent <»xcecdcd 30 
percent of the qualifying incom<». 

Recognizing this Problem, the Administration prepared an analysis and 
recommendations for change which it discussed with Congressional staff. In 
the technical corrections bill introduced In the House and Senate, all 
units occupied by households receiving Federal rental assistance payments 
would be eligihle for housing credits former S. 1350, Section 102(1HU)1. 
With this change, an owner could charge the rent that is permitted under 
HUO's rental assistance payment program rules, and the unit would cont;nu*» 
to be eligible for housing credits. The household would continue to 
participate in our assisted housing programs until 30 oercent of its incoc^A 
equals the unit's gross rent (or th<» payment standard In the case of the 
voucher program). This technical correction would qreatly simplify use of 
the housing credit with the Oopartnent*s rental assistance programs. 

This technical correction would also enhance the ability of housing 
credits to assist low-Income households. Housing credits increase the 
availability of low-income housing ty replacing the tax Incentives formerly 
provided to low-income rental housing, but they do not assure that this 
housing is affordable by these households. Marty low-income households have 
income far below 50 percent of area median income. For examole, a 
household with 30 percent of area median income would have to pay SO 
percent of its incoie for a unit renting for 30 percent of 50 percent o' 
area median income and would have even more difficulty affording rents 
keyed to 60 percent of area median income, used together, housing credits 
and Section 8 or vouchers address both availability and affordahility 
problems, enhancing the effectiveness o' both. 

Waiver for Projects Eligible to Prepay Thpir Hortgagos 

The second criterion for a waiver, "under other circumstances of 
financial distress," was proposed for elimination by the Technical 
Corrections Act of 1937 [Section 102(1 )(7)]. The Administration opposed 
the total deletion o' authority to waive the 10-year holding period 
requirement in circumstances other than those that involve the potential 
assignment of a mortgage to a Federal agency or a claim agaiost a Federal 
mortgage insurance fund. Treasury Assistant Secretary Chapoton testified 
on July 2*, 1987, that the Treasury Department should retain authority to 
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waive the 10-year holding period requirement in the limited circumstances 
when such a waiver is necessary to prevent federally assisted and federally 
insured low-income buildings from being converted to serve nonlow-income 
tenants. Specifically, we support the language in the miscellaneous tax 
provisions of the House Omnibus Reconciliation Bill which would have 
permitted waivers to be granted to Section 22Ud)(3) and Section 236 
projects to prevent their conversion to no.ilow-income use. The 
Administration would, of course, support similar treatofrt for FmHA Section 
515 projects likely to prepa(y. 

The Administration believes that such a waiver criterion is ^leeded to 
support current housing programs and to reduce financial loss to the 
Federal Government that occurs under certain circumstances when HUO- 
assisted projects become eligible to prepaiy their mortgages and terminate 
low-income occupancy. 

Under HUD's Section 221(d)(3) and Section 236 assisted housing 
programs, the Federal Government provided interest reduction pa(yments for 
the construction and substantial rehabilitation of low-income housing 
projects— a one-time interest rate buydown to three percent in the case of 
the Section 221(d)(3) program authorized in 1961, and -wnthly pa(yments to 
mortgagees to reduce the mortgagor's interest rate to one percent in the 
case of the Section 236 program authorized in 1968. Over 5,000 low-incorca 
housing projects with about 600,000 units were federally financed or 
insured under these programs, the bulk of which were completed in the late 
1960s and early 1970s. 

Under these programs, limited dividend owners (but not nonprofit 
owners) are entitled to prepv their mortgages after 20 years without HUO 
approval and are no longer obligated to provide housing to low-income 
households. Two types of limited dividend projects are not entitled to 
prepv after 20 years without HUO approval. Financially troubled projects 
that have received flexible subsic(y p^ments are required to observe low- 
income occupancy requirements for at least the remaining term of the mort- 
gage, even if the mortgage is prepaid. And projects receiving rent supple- 
ments or rental assistance payments are also ineligible to prepv. Section 
101 rent supplement payments and Section 236 rental assistance pvments 
(RAP) are forms of rental assistance payments s.«»ilar to Section 8 under 
which HUO pays & portion of the rent for qualified low-income households. 
Tho term of the rent supplement or RAP contract between HUO and a project 
owner was generally the term of the mortgage which had a maximum of 40 
years. However, conversion of many rent supplement and RAP contracts to 
Section 8 contracts had the effect of re>coring the mortgage limit to 20 
years. ;n most instances, an owner can opt out of a Section 8 contract at 
5 year intervals, and the termination date for such a contract is indepen- 
dent of the prepayment moratorium. 

Providing a waiver in these circumstances would preserve the supply of 
low-income housing that was provided at substantial Federal expanse and 
could obviate the need for costly new financial incentives to owners or 
even wore costly new construction programs. As you know, this is a matter 
of considerable recent concern to both HUO and the Congress. Hy colleague. 
Ten Oeisery, the Assistant Secretary for Housing and Federal Housing 
Administrator, will discuss this problem in detail tomorrow. 

Various incentives are being considered by Hin, the Congress, and 
housing experts to encourage project owners who might prepay to retain 
units in low-incor&^ occuoancy. The low-income housing credit should be one 
of these incentives. It is projects that are marginally capable of prepay- 
ing and converting to market-rate occupancy that should be eligible for a 
waiver frix? the 10-year placed-in-service rule, since purchasers o^ such 
projects nay fSnd that housing credits provide sufficient incentive to 
preserve -^ental units in low-income occupancy and so deter more costly 
options for meeting low-income housing needs. 

Therefore, we recommend that the Secretary of the Treasury have the 
authority grattt a waiver to a Section 221(d)(3) or Section 236 projpct 
that the Secretaiy of HUD has determined: (1) is eligible to prepay its 
mortgage, (2) hai» been placed-in-service in the Ust 10 years, and (3) 
could charge market rents and, thus, would prepv. Furthermore, the 
Secretary of HUO should inclu^le an estimate of the amount of credit 
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necessary to avoid conversion. The wai/^r would be granted only to tho$t> 
project owners who e1<>ct not to prepay their St^ction 22lfd)i3) or Section 
23^ mortgag**, and so reaain subject to HUO's regulatory oversight. 

If a rfaiver is granted in conforoaice with this process, ri»ceipt of 
low-inc<we housing credits would preserve the rental units that were built 
with substantial Federal outlays in low-incooe occupancy in a«[rk^ts where 
low-intone housing is needed. 

HUD A^iALYSIS OF THE LOW INCOME HOUSIMG C1E0IT 

HUD staff has analyzed the potential iapacts of Vie low incotae hojsinj 
credit on 'ow inconie housing. In these analyzes iv** hav* simulated the cash 
flow of a project, including the cash received pon sale of a project, t.o 
determine whether or not invcst«ent in a project would be profitable. By 
approaching the question in this manner, *^ can detemine under what 
conditions, including various tax treats'. >, a project woul 1 be a good 
investoent. The basic question has been what rent would a unit have to 
receive in order to earn an acceptable rate of return for its owner. In 
particular, are the rents necessai^ to wJce the project a good investoent 
less than the rents allowed by the housing credit. 

The analysis is quite flexible. For exarqile, we have sitaulated 
projects that cost S30.000 per unit to build all the way to projects that 
cost as ouc*" 3s $100,000 per unit to build. We have varied the rate o^ 
return on t.ie investffl^nt of the developer froa a r^^al rate of 6 per cent to 
a real rate of 18 per cent. We have compared projects using no housing 
credit, the 70 percent credit, the 30 percent credit, various coJTtf)inatiins 
of the two credits, and the credit with tax exerot financing. 

Our analysis finds, not surprisingly, that under certain conditions 
the housing credit provides sufficient incentives to aak^ the building o' 
low incose housing profitable while under other circuastances the housina 
credit iv insufficient to do so. fhe analysis provides insights into thf* 
conditions which favor or oppose successful use of the housing credit. 

For exac^)le, under the assijii^)tions that: 

t»»e area is not one of high construction costs and lo^w median 
i 4) cone, 

there are no ahnonsally high risks associated with the project 
and, 

the passive loss linitations are not binding, 

our analyses of the ie^act of thw low inconie housing credit on prototypical 
low incooe housing projects show that the credit is sufficiently generous 
to provide investors with a healthy rate of return. Investment in low 
income housing will be encouraged. 

If the above assunsptions are not satisfied, the credit may not be 
sufficient to nake an otherwise unprofitable low incone housing project 
profitable for investors. If construction costs are relatively hiqh and 
nedian incomes are relatively low, the restricted rents will often not be 
sufficient to provide a reasonable profit ^ven when coupled with the bene- 
fits of the credit for new construction. For areas with these two charac- 
teristics, the credit my still be useful for both acquisition and 
rt^^bilitation of low incorae housing. It will not however, provide 
sufficient incentives to encourage new const*-uction. 

If there are abnonsally high risks associated with a project, it nay 
be unworkable even with the benefits of the housing credit. To cover the 
additional risks, investors would require a higher rate of return than 
could be provided with the housing credit. These higher than normal risks 
nay be the result of any number of factors ranging fron uncertainty over 
the regulations governing the housing cr<»dit projraai all the way to 
reluctance to believe that Congress will not change the rules in the future 
to make the credit much less valuable. Under these circumstances, the 
housing credit nay not provide sufficient returns to cover the higher risks 
to make the project attractive to investors. 
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Finally, if the passive loss llAltatlon Is fully binding — in the 
sense that investors cannot use hojsing credits in We year that they are 
earned, the rents needed to provide a reasonable rate of return jn 
inyesta«»at aay be higher than the restricted rents allowed in the law. 
While this restriction caay be severe in the case of Individuals or 
partnerships, it does not^apply to corporate investors. Corporations are 
not subject to passive loss 1 Ialtat:c*«s. As a consequence, low inco«» 
housing nay now be a particularly value investflent for corporations. We 
ar* eag^r ta see ho^^ quIcVly and how extensively corporations aove Into 
investing in rental properties. While a significant level of corporate 
investment oay eventually occur, what way be needed In the short run Is 
slqply to educate corporations on the benefits of the housing credit to 
thea. 

These analyses indicate that the low incooe housing credit has the 
potential to be a powerful incentive to provide low Incooe ho-jslng, but 
there are conditions under which It will not provide a sufficient stloulus. 
We do not know the full extent of these unfavorable conditions. We also 
know there will be a learning curve and that utillzatin of the housing 
will be Initially low under even favorable circuastanc .s. How nich 
utilization will occur as tloi goes on Is an empirical question. Tor this 
reason HUO Is initiating two oajor studies of the low Incoae housing 
credit. 



The OcpartJaent of Housing and Urban Pevelopcent has Initiated a set of 
studies to assess the parly experience with the low I .cone housing credit. 
As noted earlier, HUO recognizes the laportance of the housing credit both 
to national housing policy in general and to the specific programs which 
HUO adainisters. For this reason, HUO believes that the e<ecutive 3ranch 
and Congress need to know how well the housing credit is achieving its 
intended objectives, what nodifications, if any, flight oake the housing 
credit ©ore effective, and whether the housing credit deserves to be ex- 
tended as a significant r^jueral effort to provide for the housing needs of 
low inca'oe faailies. 

In addition to the in-house POdeling which ' have Just discussed, 
hud's evaluation efforts consist of two related studies, one on-going and 
one In the process of being awarded. 

The on-going study will track the utilization of the low Incosw hous- 
ing credit during its first two years to provids i general picture of how 
widely the housing credit Is being used and for what type of projects. For 
this purpose, HUH has entered into a contract with the Urban Institute and 
its subcontractor, the National Council o )te Housing Agencies, to 
collect utilization data froa the State a., .ie'* adainistering the housing 
credit. The basic data shall include a few key items for all orojects 
requesting housing credit allocations — items, such as, size and location 
of project, type of credit (new construction, substantial rehabilitation, 
or acquisition of existing units), aujount of credit, incooe election and 
set-aside percentages, rents, tyoe of financing, and the use o* other 
Federal and State or local subsidies. This data coooilation effort will 
also involve asseobling all of the State rules and procedures with updates 
prepared in conjunction with their responsibilities as the housing credit 
allocation oechanisa. 

The Urban Institut*^ and the National Council of State Housing Agencies 
will conduct this survey three tines In the next year. The first survey, 
currently underway, collects infonoation on all requests for housing cred- 
its received by each of the 50 States in 1937. HUO anticipates having a 
susnary report available in June which we will be pleased to share with the 
Congress. The second sutvey will occur in July 1988 and will cover all 
State activity fo** the first six tsonths of 1938. The third survey will 
occur in January 198') and will cover all activity for remainder of 198«. 
Final reports frosj these surveys are expected In December 1988 and March 
1989 respectively. Again we will pV'Jased to share these findings with the 
Congress. 

The National Council of State Hoasing Agencies has played an 
invaluable role in assisting HUD with this data collection effort by 
convincing all State credit agencies to participate. Through its efforts. 
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States ars collecting oorc data than they alght otherwise than done on 
thefr o^n, and they aiv dofng so using a unfforo foroat that oakes the data 
collection both efficJeftt and useful for prograa evaluation. 

The second HU*) study will be a foraal process and outcoacs evaluation. 
The Departnent has planned the study recognizing that the Adainistration 
and the Congress will have to decide in 1989 whether to continue the low 
incoc9 housing credit beyond Its initial three year authorization and, if 
so, what nodif icatiops oicht be desirable. 

This study will atteqpt to answer a nuaber of questions relevant to 
the reauthorization discussion. First, it will provide the best infoma- 
tion possible on the type of housing provided and households assisted 
djring the first two ypars of the lo»# incooe housing credit. An in-depth 
sarv^ of 209 to 300 approved projects will gather data nn the actual or 
projected characteristics of residents of housing credit units, including 
incocie, race, and elderly or faaily status. The survey will also report on 
the physical characteristics of the units supported by the credit. For neti 
construction, this will include information nn the size, location, level of 
anenities, and coopetitiveness within the local housing oartet o' the 
projects. For rehabilitation, the data will cover the nature and extent of 
the repairs and their iopact on the project. For acquisi'.ion, the survey 
will describe the type of orojects being acquired, the natJire and extent of 
any accoapanying rehabilitation, and the fcpact *^ the acquisition on the 
residents. For all projects in the saople, the survey will exaaine the 
iqpact of the credit on the '^inapcial soundness of the project and hw 
various woership arrang?aents can ta^ce advantage of the housing credit. 
An important issue is the extent to which the low-incone housing credit was 
essential for the constriction, rehabilitation, or acquisition of these 
properties. Another ioportant issue is whether, as used, the credit is 
l<»ss expensive than other n^ans of producing the saae housing benefits. 
Positive impacts of these projects nn their nei9hborhoods will be 
examined. 

In addition to the saoole of 200-300 project, this stud/ will include 
a saxple of 15 to 20 States to provide inforoation on the adainistrative 
issues associated with the credit. The survey will ask State officials and 
other persons concerned will the housing credit about their ^xoeriences in 
the first two years to identify the particular strengths and weaknesses of 
the aoproach taken in the legislation to allocate the United credits 
allotted. This State survey will also focu** the use of the housing 
credit with tax exeopt financing. 

Both the survey of States and the survey of proiects will pay particu- 
lar attention to the use of the credit with KUO low incojw assistance 
pro^rans. This will include analysis of the use of housing vouchers and 
Section 8 certificates by residents of housing credit units. It will also 
include an exa:aination of the use of the credit for acquisition of older 
HUO assisted projects, especially those HUD has classified as "troubled". 

HUO plans to award a research contract to conduct these surveys. The 
necessary "Request for Proposals" has been prepared and will be issued 
shortly. HUD anticipates prelioinary results will be available next Spring 
in ticic for consideration djring discussion of reauthorization. HUO 
looks forward to sharing this iaoortant inforoation with the Congress. 

As I have essphasized throughout this testirwny, HUD believes that the 
low incoc» housing credit is an icportant elexient in the Nation's housing 
policy. Rational development of housing policy requires reliable 
information on the imoact of this legislation. These studies represent a 
serious and timely effort to provide that infonnation. 

CONCLUSION 

On the basis of vy testimony ! would like to place thre^ conclusions 
before this Cofnaittee. 

1. There is a good correspondence between low inco;:te housing credit 
and national housing policy because it targets its benefits on 
the low incooe pooulation, those with incoFies less than 50 or 60 
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percent of o^dian incooe; it recognizes t>ie ic^ortance of 
Preserving the existing stock of housing; and it can be use4 in 
conjunction with current Federal housing prograas. 

2. Analysis b> nUD indicates that credit can provide a powerful 
incentive to provide Irw incooe housing but that thera are 
condition:^ under which iC will not provide a sufficient sticulus. 
We know there will be a ♦ earning curve and that utilization of 
the housing credit will initially low under even favorable 
cJrcuastances. Kow njch utilization w*ll occur as tioe goes on 
is an eapirical question. For this reason HUD is initiating iwo 
oajor studies of the Ics incoro housing credit. 

3. While the low incooe housing credit generally fits well with HJJO 
prograas, there are two Rinor changes needed to nake it fully 
consistent with and supportive of current housing pol'ci?s and 
prograas. These changes are: 

Elioinate any inconsistency in rules between the credit and 
Section 8 and housing voucher prograas. The Tec!nical 
Corrections Bill passed last year by both the Senate and the 
House contained a provision which would achieve this 
result. 

KaVe the waiver available at the recosraendation o' huo for 
projects which are eligible to Prepay their loortgages and 
tereinate participation in HUD*s assisted housing prograas. 
The provision was included aaong the niscellaneou^ tax 
provisions included in the House Oianibus Reconciliation 
bill. 
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Chainnan Rangel, Thank you. Mr. Clark, Administrator, Farm- 
ers Home Administration. 

STATEMENT OF VANCE L. CLARK, ADMINISTRATOR, FARMERS 
HOME ADMINISTRATION, U.S. DEPARTMENT OF AGRICULTURE 

Mr. Clark. Thank you, Mr. Chairman. I welcome also this oppor- 
tunity: to appear before your subcommittee and to shaire with this 
committee the experience of: the Farmers Home Administration in 
dealing with the problem that you in Congress have wrestled with 
several times in recent years— how to reserve the stock of federally 
assisted housing for low-income tenants when it would be more 
profitd}le^for the. owners to convert that property to higher cost 
rental units or condominiums. 

Tax incentives, of course, are important to what we deliver in 
the field, our housing programs to rural Americans. Of course, tax 
incentives are under the exclusive jurisdiction of the Committee on 
Ways and Means, and I am pleased that your letter of invitation 
also requested discussion of the recently enacted housing bill as 
well.^ 

This new l^islation, plus some longstanding authorities in exist- 
ing statutes, and a proposal for rural housing vouchers in the 
President's 1989 budget does present, I thiiJc, to you a pictmre of 
the tools that we at Farmers Home Administration work with. I 
am pleased that the Treasury representative haa already presented 
the administration views on H.R. 3663. 

As you weU know, Mr. Chairman, the FmHA of the Agricultural 
Department is the credit agen<y for agriculture and for rural de- 
velopment, providing direct and guaranteed loans for farm owner- 
ship and production, for rural housing, for community facilities 
such as water and waste programs, and for business and industry. 
Our housing programs include loans for ownership of single-family 
homes as well as for rural rental housing. 

Our rural rental housing program is carried out under the au- 
thority of the Housing Act of 1949, section 515. And perhaps you 
will recall that we make loans for 97 peri;ent of the development 
costs of projects and those projects are amortized over a 50-year 
period. Rents are based on operating and maintenance costs, and 
amortized payments. The note rate for our section 515 loans is cur- 
rently 9.5 percent, and traditionally our agency has had two pro- 
grams that allow us to reduce rents in a maimer similar to iftjD 
section 8, one of them being the interest credit program, which re- 
duces the interest rate paid by a borrower to as low as 1 percent, so 
as to reduce rents to 30 percent of the tenant's income— that bene- 
fit, of course, is passed on to the tenant This has been a primary 
method of matching rents with very low and low-income tenante 
intended to benefit from our program. Two, the rental assistance 
program, a further subsidy allowing us to reach even lower income 
tenants who cannot afford to pay the minimum rent made possible 
with interest credit assistance. 

By the end of fiscal ^ ear 1987 over 14,000 rural rental housing 
projects, accounting for some 350,000-plus individual living units, 
had I>een financed under the section 515 program. When that pro- 
gram was instituted back in the early sixties, I believe, there was 
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no restriction on the prepayment of these loans. Many of the bor- 
rowers were local people and smedl contractors who got into our 
program to build units and generate an investment cash flow. In 
tiie mid-1970'8, however, the type of borrower began to change. 
Syndications of limited partnerships b^an to get into the program 
to take aavantage of the tax laws. These were primarily in the 
form of accelerated depreciation. The benei is of these incentives 
wereTjgeneralhr depleted within 7 to 10 years, after which borrowers 
could find it nnandally advantageous to sell their projects. 

In 1979 ii became evident in some cases tenants were being dis- 
placed from section 515 projects in sections of the coimtry where 
high growth rates were stimulatii^ demands for housing. la re- 
^nse, the Congress amended the law to require that new> section 
515 borrowers be obligated to maintain the use of the projects for 
low- and moderate-income tenants for a period of 15 to 20 yefiis, 
depending on the type of loan. Since this applied only to new loans, 
borrowere whose loans were made earlier remained free to prepay. 
As a result, displacements continued to be a problem. 

Nationwide approximately half of the projects and ahnost half 
the units out there were fmanced prior to the requirement, and 
thus are not covered by use restrictions. 

Prior to fiscal 1987 there was a strong demand for section 515 
loans by limited partnerships which then syndicated the pryects at 
a value of approximately 25 percent of the loan amount. Projects 
did not need to have rental assistance associated with them in 
order to be attractive to investors, although both interest credit 
and rent'^l assistance were indeed factors in the location of the 
projects. 

The Tax Reform Act of 1986 eliminated, as you know, acceler- 
ated depreciation tax benefits and replaced them with a tax credit. 

During most of fiscal 1987 we saw a dramatic decrease in inves- 
tor interest in the section 515 program. We attributed this decline 
to the act. Then something happened and things began to change. 
We believe that investors foimd that alternatives to housing invest- 
ments were not as attractive as they might have first appeared. In 
addition, the Congress shifted some $115 million in section 515 loan 
funds to the rental assistance program, which led to creation of 
some 10,000 rental assistance units. The resulting combination ap- 
pears to have rekindled investor interest and ^dication has again 
picked up. However, the benefits are now bemg marketed in the 
range of 16 to 19 percent of the loan amount. The success of the 
section 515 rural rental housing program in providing housing for 
very low and low-income tenanb appears to be dependent on inves- 
tors obtaining the 4-percent tax credit and being able to assure a 
high percentage of very low income tenants. Rental assistance en- 
abl les very low income individuals to afford rental housing in suffi- 
cient numbers for owners to qualify for the tax benefits. 

One clear indication: Prior to the Congress' action in shifting 
funds from loans to rental assistance in fiscal 1987, we projected 
that we would use less than 50 percent of the loan funds. After the 
shift we had a dramatic increase in demand, resulting in the uses 
of all the funds. For fiscal year 1988 the Congress also transferred 
loan funds to rental assistance, and we predict that all of our sec- 
tion 515 loan funds will be utilized. 
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These changes, however, did not directly address the prepay- 
ment/preservation issue, which has been addressed in a d&Ferent 
manner to some extent since the 1979 restrictions were enacted. In 
October of 1986 the Congress placed a moratorium on prepayments 
to provide time for a solution to be foimd. This moratorium has 
been continued repeatedly with only short lapses up to now. Mean- 
while, Farmers Home has eased the problem administratively 
within the constraints in existing law» 

As you know, last month the President signed into law new hous- 
ing l^islation which contained language affecting prepayment* 
The provision imposes prepayment limitations on loans made prior 
to December 21, 1979: Farmers Home expects to have implement- 
ing regulations in effect in April, and imder those new regulations, 
imder the new law, if a borrower who is not subject to restrictive 
use limitations expresses a wish to prepay. Farmers Home will 
take the following action, one of them bemg to determine whether 
the housing is needed for the low-income market in the area in 
which it's located; we are going to determine whether or not that 
property is needed, accept prepayment only if the borrower agr.ees 
to maintain the housing for the low-income market for the remain- 
der of the 15- or 20-year period based on the date of the loan. 

We want to provide incentives to borrowers imwilling to make 
the commitment which I jjst mentioned. In exchange for incen- 
tives the ;borrower must agree to maintain the housing for low- 
income rental purposes for an additional twenty years. Those in- 
centives would include interest subsidy, if none is currently avail- 
able on the project; additional rental assistance for the project; an 
increase in the allowable return on investment from the current 8 
percent to 10 percent; a loan for equity of up to 90 percent of the 
value of the project can be granted to the borrower or anyone who 
purchased the project from the borrower, and would have imre- 
stricted use of this equity loan which would be made under the 
same subsidized conditions as other section 515 loans— and this is 
most important. Other than tax incentives, we see this as the only 
incentive which will do the job of inducing borrowers to maintain 
the housing for low-income people. 

If a borrower refused to accept the incentives, he or she would be 
required to offer for sale the project to an existing non-profit bor- 
rower or a public agency at a fair market value. Farmers Heme 
would authorize a transfer of existing loan and loan the full 
amount of the equity plus the costs to the nonprofit purchaser to 
accomplish ti^at sale. The nonprofit corporation would have to 
agree to maintain the project for low-income housing, for the re- 
maining useful life. If no such offer were forthcoming or if the nec- 
essary funds were not appropriated, we would have to accept the 
prepavment. Displacement problems for tenants would occur al- 
though they have been reduced S'*.*:iewhat by regulations promul- 
gated by Farmers Home in 1987. 

Tenants must now receive a minimum of 6 months' notice under 
our new regulations, rather than the previously mandated SO-day 
notice, before they can be displaced. 

Displaced tenants now receive priority for units in other FmHA 
projects nationwide, rather than just locally, and receive this prior- 
ity for a longer period of time. 
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We also provide displaced tenants receiving rental assistance 
with the opportunity to have it transferred to any other FmHA 
project in which they move. It goes with them. 

fhese options in the new housing act were explicitly made sub- 
ject to appropriations, and no funds, I would point out, have yet 
been appropriated to do these things that we have in mind. 

Finally, Mr. Chairman, I would note in closing that of the 21,000- 
plus units assisted by the rural housing voucher program proposed 
in the President's 1989 budget, 1,200 of chose imits would be ear- 
marked' for families displaced by prepayments in section 515 
projects. That I think is the nimiber we estimate that might be af- 
fected in prepaymerts in fiscal 1989. 

That, Mr. Chcminah, concludes my remarks. 

[The statement of Mr. Clark follows:] 
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STATEMENT OF 

VANCE L. CLARK 
ADMINISTRATOR 
FARMERS HOME ADMINISTRATION 

BEFORE THE 

COMMITTEE OM WAYS AND MEANS 
SUBCOMMITTEE ON SELECT REVENUE MEASURES 
MARCH 2t 1988 



Mr. Chairtnan, I wclcooe the opportunity to share with this Subcontaittcc 
the experience of the Farmers Hotae Administration (FmHA) in dealing with a 
problem which you tn the Congress have wrestled with several times in recent 
years: How to preserve the stock of Federally-assisted housing for low-income 
tenants whtn it would be more profitable for the owner to convert the property 
to higher-cost rental units or condominiums. 

In my tes'-imony, I will discuss the issue of tax incentives which of 
course are under the exclusive jurisdiction of the Cotamittee on Ways and 
Means. I am pleased that your letter of invitation also requested discussion 
of the recently enacted housing law. This new legislation, plus some long- 
standing authorities in existing statute and a proposal for rural housing 
vouchers in the President's FY 1989 budget, will give you the total picture of 
the tools we have to work with. I should also point out, however, that the 
Treasury Department will present the Administration's views on HR 3663. 

By way of background, FmHA is the Agriculture Department's credit agency 
for agriculture and rural development, providing direct or guaranteed loans 
for faro ownership and production, rural housing, community facilities such as 
water and waste disposal systems, and business and industry. Our housing 
programs include loans for ownership of single-family homes, and for rural 
rental housing. 

Our rural rental housing program is carried out under the authority of 
section 515 of the Housing Act of 19A9. Loans are made for 97 perce.>t of the 
development cost of the project and are amortized over 50 years. Rents are 
based on operating and maintenance cost and amortized payments. The ncte rate 
for 515 loans is currently 9.5 percent. Traditionally, the agency has lad two 
programs that allow us to reduce rents in a manner similar to HUD section 8; 

— The interest credit (IC) program, ;hich reduces the interest rate 
paid by borrowers to as low as 1 percert so as to reduce rents to 30 perce^*". 
of tenants* income; this benefit must be passed on to the tenant. This has 
been the primary method of matching rents with very low and low income tenants 
intended to benefit from the program. 

The rental assistance (RA) program, a further subsidy allowing us to 
reach even lower income tenants who cannot afford to pay the minimum rent made 
possible with interest credit assistance. 

By the end of fiscal year 1987, 1A,307 rural rental housing projects 
accounting for 357,675 individual living units, had been financed under the 
515 program. When the program was instituted, there was ne restriction on 
prepayment of these loans. Many of the borrowers were local people and small 
contractors who got into the program to build units and generate cash flow. 
In the mid-708, however, the type of borrower began to change. Syndications 
of limited partnerships began to get into the program to take advantage of the 
tax laws. These were primarily in the form of accelerated depreciation. The 
benefits of these incentives were generally depleted within 7 to 10 years, 
after which borrowers would find it financially advantageous to sell their 
projects. 
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In 1979, it was recognized that In some cases tenants were being 
displaced from 515 projects in sections of the country where high growth rates 
were stimulating demand for housing. In response, the Congress amended the 
law to require that new section 515 borrowers be obligated to maintain the use 
of the project for low and moderate income tenants for a period of 15 to 20 
years, depending on the type of loan. Since this applied only to new loans, 
borrowers whose loans were made earlier remained free to prepay. As a result, 
displacements continued to be a v-obleo. Nationwide, approximately half of 
the projects and almost half the units were financed prior to the requirement 
and thus are not c »ered by use restrictions. 

Prior to f isc. ' year 1987, there was strong demand for 515 loans by 
limited partnerships which then syndicated the projects at a value of 
approximately 25 percent of the loan amount. Projects did not need to have 
rental assistance associated with them in order to be attractive to investors, 
although both interest credit and rental assistance were factors in the 
location of a project. 

The Tax Reform Act of 1986 eliminated accelerated depreciation tax 
benefits and replaced them with a tax credit. 

During most of fiscal year 1987 we saw a dramatic decrease in investor 
interest in the 515 program; we attributed this decline to the Act. Then 
something happened and things began to change. We believe that investors 
found that alternatives to housing investments were not as attractive as they 
might have appeared. In addition, the Congress shifted $115 million in 515 
loan funds to the rental assistance program, which led to creation of 10,000 
rental assistance units. The resulting combination appears to have rekindled 
investor interest and syndication has picked up. However, the benefits are 
now being marketed in the range of 16-19 percent of the loan amount. The 
success of the 515 rural rental housing program in providing housing for very 
low and low incorae tenants appears to be dependent on investors* obtaining the 
A percent tax credit and being able to assure a high percentage of very low 
incooc tenants. Rental assistance enables very low incoo*. individuals to 
afford rental housing in sufficient numbers for owners to qualify for the tax 
benefits. 

One clear indication: Prior to the Congress* action in shifting funds 
from loans to rental assistan:e in fiscal year 1987, we projected that we 
would use less than 50 percent of the loan funds. After the shift, we had a 
dramatic increase in demand resulting in the use of all funds. For fiscal 
year 1988, the Congress also transferred loan funds to rental assistance, and 
we predict that all Section 515 loan funds will be used. 

These changes, however, did not directly address the 
prepayment/preservation issue, which has been addressed in a different manner 
to sooe extent since the 1979 restrictions were enacted. In October of 1986, 
the Congress placed a moratorium on prepayments to provide time for a solution 
to be found. This moratorium has been continued repeatedly, with only short 
lapses, up to now. Meanwhile, FmHA has eased the problem administratively 
within the constraints in existing law. 

On February 5, 1988, the President signed into law new housing 
legislation which contained language affecting prepayment. The provision 
imposes prepayment limitations on loans made prior to December 21, 1979. FmHA 
expects to have implementing regulations in effect in April. Under the new 
law, if a borrower who is not subject to restrictive-use limitations expresses 
the wish to prepay, l^mHA will take the following steps: 

—Determine whether the housing is needed for the low income market in 
the area in which it is located. 

— If the property is needed, accept prepayment only if the borrower 
agrees to maintain the housing for the low income market for the remainder of 
a 15 or 20-year period based on the date of the loan. 
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—Provide incentives to borrowers unwilling to oake Che commicaenc which 
I just mentioned. In exchange for the incentives, the borrower raust agree to 
maintain the housing for low incoioe rental purposes for an additional 20 
years. Such incentives include: 

* Interest subsidy, if none is currently available to the project. 
*. Additional rental assistance for the project. 

* An increase in the allowable return on investment from the current 
8 percent to 10 percent. 

* A loan for equity of up to 90 percent of the value of the project. 
The borrower, or anyc.e who purchased '.he project frora the borrower, would 
have unrestricted use of this equity loan which would be aade under the same 
subsidized conditions as the other section 515 loans. This is most important. 
Other than tax incentives, we see this as the only incentive which will do the 
job of inducing borrowers to maintain the housing for low income people. 

If the borrower refused to accept the incentives, he or she would be 
required to offer to sell the project to an existing non-profit borrower or 
public agency at a fair market value. FrailA would authorize a transfer of the 
existing loan and l/>=-. U\e full amount of the equity plus the costs to the 
non-profit purchaser lo accomplish the sale. The non-profit corporation would 
have to agree to oaint. in the housing in the program for its remaining useful 
life. If no such offei were f orthcoia: ,ig, or if the necessary funds were not 
appropriated, we would hc"** accept the prepayment. Displacement problems 
fo»' tenants would occur although they lave been reduced somewhat by 
regulrtions promulgated by FnjHA in 19*^7 which preside that: 

* Tenants roust now receive a minimum of 6-months notice, rather than the 
previously mandated 30-days notice, prior to the displacement. 

♦Displaced tenants now receive priority for units in FroHA projects 

nationwide rather than locally and receive this priority for a longer time 
period. 

* Displaced tenants receiving rental assistance can have it transferred 
to any other FmllA project to which they move. 

These options in the new housing act were explicitly made subject to 
appropriations, and no funds have yet been appropriated. 

In addition, I should note that of the 21,100 units assisted by the 
rural housing voucher program proposed in the President's FY '89 Budget, 1,200 
would be earmarked for families displaced by prepayments in Section 515 
Projects. This is the number we estimate may be affected by prepayments in FY 

With that, Mr. Chairman, I conclude my prepared testimony and will be 
pleased to receive your questions. T*'ank you. 
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, CJhairman Rangel, Thank you, Mr. Clark. Mr. MacRae, in look- 
hr^ over the tax credit, do you believe that this is good housmg 
pohcy, that it could be part of a good HUD policy, to incorporate it 
into whatever you have over in your hep? 

Mr. MacRae. I think the tax crecut complements very well our 
housing Dolicy. The tax credit is focused in terms of eligibility: 
households have to be less than either 50 percent of area median 
^ mcome, or 60 percent of area median income; our housing policy 
\ with respect to vouchers and certificates say they have to be less 
"m^than 50 percent of area median income. The tax credit has a rent 
^ cap on it. Rent will not be paid higher than 30 percent of qualify- 
% ing income. K corresponds to the basic mechanism of affordability 
by which our section 8 certificate pajonents are calculated and our 
voucher payments are calculated. 

Chairman Rangel. So you don't see this as in conflict with your 
voucher nrcgram but really as a complement. 

Mr. MacRae. Absolutely, they deiinitelv complement one an- 
other. 

Chairman Rangel. And I gather that HUD is willing to work 
with Treasury to think of additional— I don't want to use the word 
subsidies"— but incentives to make certain that the credits can 
work? 

Mr. MacRae. Well, indeed, we have always worked together. We 
worked together m the development of the credit with members of 
your committee and, of course, the Senate Finance Committee. At 
this point we feel that all that is needed are the particular techni- 
cal corrections and changes with respect to the omnibus bill. The 
story is yet to be told regarding the longer term success or ultimate 
problems that may result with the tax credit. At this point we 
would not propose any other changes than the ones I have de- 
scribed. 

Chairman Rangel. But you mention in your testimony that the 
credit may not work in areas that have very high construction 
costs, and I come from one of those areas. Is HUD prepared to 
make housing suggestions as to how it can work, or do you have to 
get an okay from— well, is HUD prepared to make any suggestions 
as to when you find extremely high construction costs, what do you 
do? 

Mr. MacRae. What we do, of course, is we look at the total 
supply of housing, not just necessarily the supply that would be 
coming forth from new construction. And we have to look at the 
particular market case. As a nation as a whole we do not have a 
problem of housing availability. Right now we have average vacan- 
cy rates on the order of about TVa percent, and vacancy rates at the 
rent level of about 9 percent. 

Chairman Rangel. Mr. MacRae, I know— Fve heard the Secre- 
tary say about housmg for the homeless, that if only they could 
move to the areas where the housing is located— and I don^t have 
• any problem in suggesting to my homeless constituents to move to 
Wyoming and Utah— if you think it makes sense, Tm not arguing 
with you. 

What I am saying, for those who want to stay in the general area 
where they were bom and raised, and for those who are in there 
without any housing— and we are trying to build housing there— it 
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doesn't help to tell us where we have housing in some other pail of 
the coimtry. Could you help us to meet thoee higher construction 
costs with some suggestions that make sense and complement your 
restricted resources in terms of housing programs? 

Mr. MacRas. Well, we do feel thatthe primary source of support 
that is coming forth right now is through our housing voucher f 
gram, and that is designed to provide affordable housing for ax^ 
even where there are high construction costs or low mea 
income. 

Chairman Ranoel. Okay. And, Treasury, you know that a lot of 
HUD mortgages expire, as you said in your testimony, the 20 years 
are up, the prepayment clauses obligations are over--do you have 
any idea how we can keep these houses in moderate income on the 
market rather than having them converted for market-value rents? 

Mr. Stkukrle. Mr. Chairman, I don't think that the Tax Code is 
going to be the msgor mechanism by which we are going to solve 
this problem. We have supported a teclmical correction to the tax 
credit that would deal with the conversion situation, especially 
where there was some threat to the Federal housing funds fiiough 
HUD, Farmers Home Administration, or FHA. One point Td also 
like to make in this example, though, is that when we are spend- 
ing, say, a thousand dollars of subsidy for housing, we want to 
make clear that we are getting the most bang per buck. It's not 
always clear that preventing a conversion is necessarily the most 
efficient way of spending this money. For instance, if it would only 
cost $1,000 to prevent a conversion, it*s not clear we would want to 
provide a tax credit of $10,000 to prevent that conversion, the extra 
$9,000 would then be lost to targeted housing assistance we may 
have elsewhere. 

So, yes, we are going to work to try to allow conversion situa- 
tions to be eligible for the credit. However, a^ain, that does not 
mean that we ihink that all conversion situations should receive 
the credit and deter other uses of the credit for more worthwhile 
projects. 

Chairman Rangel. Do you find that same relationship with the 
mortgage interest deduction for taxpayers, that that is putting 
more housing on line as a result of it? I mean, do you support the 
mortgage interest deduction? 

Mr. Steuerlk. Yes, we support the mortgage interest deduction, 
that's correct. 

Chairman Rangel. And are the losses there substantial? I mean, 
do you really think you are getting your bang for the buck, as you 
said, with that category of taxpayers? 

Mr. Steuerle. Well, there are several problems in this area. One 
is that the real tax benefit for home ownership is due to equity 
ownership of the home. The benefit is not necessarily due to the 
interest deduction. The person who takes the interest deduction 
has a corresponding lender who is getting an interest receipt; that 
does not necessarily lose revenues to the Treasury. What loses rev- 
enues is the fact that the housing itself provides an imputed rental 
value, in economic terms. Generally, in tne Tax Code, we do not try 
to tax imputed rent The more one would go after limiting Jnterest 
deductions, including those of low-income individuals, the more one 
would provide a tax break for people who owned their houses out- 
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right but not fcr those who had to borrow to buy houses. And we 
Vtould not favor that type of discrimination. 

Chairman Ranged Are you working with HUD in trying to see 
how we can come up with a combined program that would take 
their limited resources with whatever tax incentives we can to 
make certain this program works? 

Mr. Steuerle. Yes, we are, Mn Chairman. Again, as we say, we 
want to examine this credit very closely to see whether this type of 
supply subsidy can work as a complement to existing programs. We 
do nave some concerns aoout the efficiency of this particular type 
of supply subsidy. For instance, we worry about the fact tHat this 
type of subeiidy is restricted as to the housing individuals can use. 
The credit doesn't give individuals the ability to more freely decide 
what housing they need. For instance, if they would like to have 
hoTising closer to their job or housing' closer to a tanuly that might 
be providing childcare assistance— may not be feasible if only cer- 
tain housing receives a subsidy. That's the reason we tend to favor 
the housing voucher approach that HUD supports. Wo think the 
housing voucher gives more freedom to individuals to choose more 
efficient housing. 

So we are trying to see how this credit can complement the hous- 
ing voucher program. 

Chairman Kangel. We've had a tremendous delay m getting this 
program started. A lot had to do with the States and some had to 
do with Treasury getting the regulations, but do you believe the 
fact that we only have 2 years remaining on the program might 
restrict the number of developers that would be interested in it? In 
other words, do you think it might make more sense to extend the 
program so that we can get an accurate assessment as to whether 
or not it is working? 

Mr. Steuerle. Mr. Rangel, I really don't think that's the princi- 
pal problem m terms of getting the program started. I think the 
principal problems are those you identified. It's a new program and 
in many cases it m"Bt involve a totaUy different class of investors 
than we had for former tax breaks. There are a lot of individuals 
involved— syndicators, develoi)ers, housing officials. That, by the 
way, is one of the costs of using this type of mechanism: we are 
losing some of those funds that could go to individuals, by having 
so many people having to be involved and plan this. Nonetheless, 
in the initial stages of any new program, we end up having these 
types of delays. 

As far as housing that would be eligible for the credit, we expect 
that it would be eligible for the full 10 years of the credit, even 
though the question of whether new housing would be eligible in 
1991 or beyond is still open to question. So we don't think that 
question— whether we have a credit for 1991 for housing developed 
after 1991— is really a m^'or impediment. 

But the other issues that yoa raised, indeed, are problems chat 
we are trying to resolve. We are trying to get out the regulations to 
make it easier for people to iise the credit so we can test to see 
whether the program is working. 

Chairman RAiroEL. None of you believe that there is anything 
that we would have to do in this session of Congress to make cer- 
tain that the laws would apply after the end of the year, or for a 
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new administration— we are pretty secure in the law; I mean, we 
don t need to do any additioned? 

Mr. ^EUERLE. Well, we do support a number of technical correc- 
:tion8, Mr. Chairman. 

Chairman Rangel. I know. 

Mr. Steuerle. In fact, I think you made a very imaginative sug- 
gestion in your remarks, for instance, as to changing in a revenue- 
neutral fashion the time period in which one is able to claiTa eligi- 
bility for the credit, that is, allowing some carry-forward to future 
ears. We believe changes like that could enhance the administra- 
ility of the credit. 
Chairman Rangel. Well, we hope that the three of you would be 
availiable to work with teams to see how we can make certain that 
existing law really works, notwithstanding whether we like it or 
not— it is the law of the land, and it is really the only thing that 
we have goin^ for us for low- and moderate-income housing. And I 
would appreciate whatever cooperation you can give. 
Mr. Duncan? 

Mr. Duncan. Thank you, Mr. Chairman. I have no particular 
question other than to thank the panel— I think it's one of the 
better panels that we've had. And I think the subject is one of the 
mc«t important ones that we have. And I also compliment you, Jfr. 
Chairman. I don't know of anyone that's taken more interest in 
seeing that^people are in decent, livable housing than you have in 
this entire Congress, and I hope that we can do something as soon 
as possible. I know that we have some constraints on revenues, or 
whether or not we open the Tax Code further. But I know the tax 
mcentives have been helpfu), from my vantage point. And the 
reason I dropped in— I'm an ex ofiHcio Member of this committee, 
but I m always pleased to be here with you, Mr. Chairman. 

Thank you. 

Chairman Rangel. Mr. Duncan, you have really been a great 
supporter and provided the leadership to make certain '>at this 
never even appears to be a partisan issue, and we couldn't even 
have reached the limited successes we had if it wasn't for you— and 
I want to thank you publicly. 

?Ir. Stark? 

Mr. Stark. I apologize, Mr. Chairman, for being late. But I am 
curious— I noticed in Mr. Clark's testimony you have suggestions 
for solving the problem of what happens when a mortgage expires, 
or there is prepayment, to make sure we don't diminish the stock 
of housing units available. That's kind of a hidden cost, I think. I 
noticed that after units that have come to i!:te end of their 20-year 
string in my district, suddenly we are back here asking for vouch- 
ers, which is a cost we didn't anticipate when we analy^ what we 
were going to do 20 years ago. And I am concerned about what will 
happen prospectively on any new fix, to put it in. And I am just 
wondering— I believe, Mr. Steuer'le, in other are**!, such as tax in- 
centives for conservation and scenic and historic things, we put an 
easement that runs in perpetuity on proj/^rty as a requirement for 
the tax incentive, is that not correct? 

Mr. Steuekle. That is correct. 

Mr. Stark. Or for credit for historic rehab, you have to put an 
easement on a piece of property that you will leave the facade, or 
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whatever it is thaf s historic, in place in perpetmty, isn't that cor- 
rect? 

Mr. Steuerle. That's correct. Part of that is for administrative 
purposes. 

Mr. Stark. Why, then, wouldn't it ha a good idea -and I would 
ask each member of the panel— just for us to do that: say, all right, 
we'll extend the credit, or whatever incentive is necessary, but 
then let's ask for a perpetual easement, that this property be dedi- 
cated to low-income housing. There could be escape vaQves— HUD is 
asking for some now under the present program. And the property 
could, if the owners didn't want to keep, be sold to a State housing 
agency or a nonprofit group at the end of the time— but you put in 
an easement. And wouldn't that solve the problem, Mr. Clark, that 
you are trying to get at in your testimony? 

Mr. Clark. I'm sitting here thinking as an investor. I think I 
would find that rather discouraging. I'm not sure I'd want to get 
into a program with that perpetual cloud hanging over you. 

Mr. Stark. Wouldn't that be enf 'rely dependent on your return* 
oh your investment return? 

Mr. Clark. Yes, but I'm not pure that would be incentive enough 
for me to do that. 

Mr. Stark. Well, when you make an investment, you think of a 
rate of return, don't you? An internal rate of return or a current 
cash flow. And you have an objective in mind, 10, 12 30 percent. 
Do you really care? 

You know, if you invest in oil, thaf s going to disappear some 
time. You really look at either your cash flow or— all fm suggests 
ing.is you take that into account on any investment you make. 

So if the incentives are there, are high enough, as an investor, 
unless you get very emotional about handing down a piece of land 
for 18 generations like a grant from the crown, but other than 
that, I suspect that most sophisticated investors learn not to fall in 
love with any particular investment. 

I ^-uggest that mayfcs this takes a lot of this disciission off the 
table. We do it in other areas. A lot of farmers swap farms, but 
they'll put a conservation easement on and give it to Ducks Unlim- 
ited, for example, and they still farm grain, and it doesn't affect 
the value of the farms. 

And I just wondor, what do you think, Mr. MacRae, how would 
tliis fit in with your program? 

Mr. MacRae. I think there's certainly the point that what an in- 
vestor really does look at is the return. And the vast m^gority of 
any return comes well befoiv; perpetuity. And I guess I don't dare 
quote John Maynard Keynes, 'in the long run we re all dead". 

But the real question is whether there would be a matehing of 
benefits over the life of that project to mateh the restraint. 

A concern is that if you give all the benefits up front, or over a 
period of time, and then there are no future benefits, the natural 
inclination of the inwstor is not to maintain his property. 

And even though it may still be available for low income use, it 
may not be the suitable, available type of housing that we would 
want. 

What we have proposed in terms of extending the waiver berefit 
to deal with prepayments is to allow this credit, which is a finite 
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tenn with benefits spread over 10 years and which has a finite re- 
qiiirement that the housing be mamtained for low-income families 
over 15 yci?rs, to .be used for prepayments. 

And let ie say that we're very concerned, and we think we can 
deal with the problem, of having a wasteful level of benefits. 

In our own minds, we divide prepayments into three classes: 
Those that are going to prepay no matter what. They're in a situa- 
tion where the market rate situation means that the tax credit will 
iiot induce them not to prepay. 

Those that will riot prepay because the market rate situation is 
not such that it would be attractive to prepay. For both of those 
two classes, you don't want to use the credit. It's either riot good 
enough, or you're not going to spend the resources wisely. 

The proper level of using the credit for a waiver would be those 
that but for the credit would prepay. So we think that the way it 
should be implemented were 

Mr. Stark. How about, prospectively, though, to prevent this 
problem from coming up 20 years from now and saddling our heirs 
with .the problem of the one we're facing now? Why don't we just 
crank it into ensting law? 

The exainple you cite of someone who has got 5 years to go, and 
you say they may not maintain it. I doubt whether, if they know 
the/re going to put a parking lot where this low income housing 
is, whether they're going to be any more constrained to maintain 
the housing in the last 5 years of its existence if it's under an ease- 
ment that requires it to stay as housing, or whether they're going 
to tear it down. 

I think that if there aren't reasons enough for the landlord to 
mamtain the property, and they know that there is a cutoff point 
somewhere down the line, that that decision cuts both ways. 

But that decision, as you say, we do it. There are all kinds of 
easements on properties. It isn^t as if it's a scarlet letter stamped 
on the property's deed forever. 

But I am suggesting that it yctts the responsibility on somebody 
to come back to you at HUD, or to the local housing authority, or 
the Farmer's^ Home Authority, and say, we can prove to you we 
don't need this property any more for low-income housing. 

We put the restrictions in, but as long as they've got to take the 
initiative and come back to you aLd take that housing stock out of 
the market. 

And I like having the fix-st serve, that's all And I think if we're 
going to give the credit, let's lock in that provision up front. 

We may have to raise the credit enough to get Mr* Clark to 
invest to make it an attractive investment form. But I'm saying, 
that sure solves the problem that somebody created 20 years ago, 
and we're here debatmg it today. 

If they'd done this 20 years ago, our problem would be solved 
today. -Ajid I hope you'll consider that. 

Because I think, carefully drafted, it wouldn't prevent the pro- 
gram from working, and might be a good protection for the future. 

Mr. Steuerle? 

Mr. STEtTKRLE. Mr. Stark, if I might suggest, if you want to keep 
this housing and low-income housing longer, it seems to me that in 
fact what you want to do is make the rate of payment more propor- 
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tional to the benefits that are being given to low-income individ- 
uals. 

In some sense that's what a housing voucher program does, al- 
though a housing voucher also gives you a little more flexibility, 
because it also says that if this housing, for instance, becomes very 
valuable, if the land under it is very valuable, that maybe we don't 
want to spend that amount of money maintaining what is now 
high value property, but switch over to low value property. 

Mr. Stark. No problem. But then somebody has to come back 
and prove it to Mr. MacRae. And they have to show, and Mr. 
MacRae has to really be sure that he's going to get housing units 
that go to low income to replace the ones that are being taken out 
of the market. 

Arid all Tm saying is, you put the burden of proof on the land- 
owner. And in the absence of showing where that, satisfying who- 
ever is responsible, th^" > the low income housing is going to be pro- 
duced, you just have an easier enforcement job. And that's all I'm 
suggesting. 

I happen to think that something like the 235 program was 
super. I liked that even better than the vouchers. But that seems to 
have disappeared somewhere down the line. 

I'd like you gentlemen to think on that awhile, and see whether 
it really wouldn't be a lot simpler than all the restrictions Mr. 
Cl^^k has suggested and what Treasury has suggested, and just 
:say, look, raise the incentive h'gh enough. 

But you go into the program, and you consider it there perma- 
nently. You have to prove that it's in the public interest to remove 
the easement. It might be a lot simpler 20 years from now. 

Mr. MacRae. We will of course be delighted to consider that. 
And I know my colleague Tom Demery shares all of our concerns 
on prepayment. 

I would only say, the credit itself potentially right now is very 
attractive, save but for the passive loss limitations, which tend to 
limit its uso except for corporations and individuals who qualify for 
it. 

So there's always a dilemma when you start to crank up that 
credit, more and mora to try and deal with what is really a long 
term problem. 

I share your concern, but we must look at the tradeoffs. 

Mr. Stark. Well, we can always trade a little. There's always 
room for negotiation, Mr. MacRae. 

Thank you very much. ThaiJc you, Mr. Chairman. 

Chairman Rangel. Mr. Coyne? 

Mr. Coyne. No questions, Mr. Chairman. 

Chairman Rangel. To follow through on what Mr. Stark was 
saying, I recognize that the three of you— and especially HUD and 
Treasury— are restricted by the existing policies of the administra- 
tion. 

But it could be helpful, assuming that your tenure expires at the 
end of the year, if you could give us your professional ideas without 
being encunibered by Democratic, Republican, liberal c. conserva- 
tive views, as to what could provide the maximum amount of shel- 
ter for lower income people, and then maybe next year we'll be in 
a better position to wrestle with the political problem. 
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So I do hope that you would feel free professionally to do that 
without doing violence to your loyalty to, in your case, Mr. 
MacRae, whomever and whatever. 

But I thank you for your input as to existing law, and look for- 
ward to your support in trying to make this existing law as success- 
ful as pcesible in getting the ma^mnmn benefits from it. 

And I thank you, Mr. Clarfc for your input. 

Mr. MacRae. Thank you, Mr. Chaiman. 

Chainnan Rakgel. Look forward to working with yju. 

Mr. MacRae. May I say, personally, we've had an excellent op- 
portunity to work with you and with your staff. And we look very 
much forward to continuing that interaction that we've had in the 
past. 

Chairman Rangel. The staff is so advised. And I really appreci- 
ate their support, even though you opposed the concept. You still 
worked with us. And I hope to be working with you this year as 
well as next year. 

Mr. MacRae. Thank you. 

Chairman Rangel. The next panel is the Association of Local 
Housing Finance Agencies, Kenneth Johnson, director, of the city 
of St, Paul, Department of Planning and Economic Development; 
the National Council of State Housing Agencie ?^ Executive Director 
Terrence Davemay, Michigan State Housmg, and of course, from 
the city of New York, our new commissioner, Abraham Biderman, 
who is the cominissioner of housing, preservation and development, 
and he'll be with James Yasser, who is the president of the New 
York Housing Development Corp. 

Now, most of you know that if there is no objection from the 
committee, your entire prepared statements will be entered into 
the record, and you should feel free to just highlight it so we could 
reserve most of the time for the questions from you. 

And the Chair hearing no objections, so ordered. And we will 
start with Mr. Johnson. 

STATEMENT OF KENNETH R JOHNSON, IMMEDIATE PAST PRESI- 
DENT ASSOCIATION OlP LOCAL HOUSING FINANCE AGENCIES, 
AND DmEGTOR, DEPARTMENT OF PLANNING AND ECONOMIC 
DEVELOPMENT, CITY OF ST. PAUL, MINN. 

Mr. Kenneth Johnson. Mr. Chairman, end members, on behalf 
of the Association of Local Housing Finance Agencies, known as 
ALHPA, I appreciate the opportunity to appear befr a you today, 
and to discuss the low i come housing tax credit as instnmaent 
of Federal housing policy. 

As the Chair indicated, my name is Ken Johnson. I am the direc- 
tor of the department of planning and economic development for 
the city of St. Paul, Minn., and I am here today as immediate past 
president of our Association of Local Housmg Finance Agencies. 

By way of background, Mr. Chairman, ALHFA is a nonprofit na- 
tional association of professionals in the field of affordable housing 
finance. Our 133 member agencies are city and county government 
agencies, mainly in urban axeas, which finance home ownership 
and rental he g opportunities for low and moderata income per- 
sons. 
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At the outset, Mr. Chairman, I want to commend you for holding 
.these hearings focusing on policy issues and constraints with re- 
spect to the low-income housing tax credit. As you no doubt 
learned, despite your best efforts to insure that adequate tax incen- 
tives to stimxilate meaningful production of new rental housing for 
low- and moderate-income persons remained after Congress passed 
the 1986 tax act. 

In our judgment that has not been, nor is it now the case. Ilie 
reasons why, and what can be done, are points I v/ant to develop in 
my testimony. 

Before doing so, however, there is a separate but related issue 
before the Congress on which I want to comment today, which in- 
volves a tool used by local and State housing finance agencies to 
meet affordabl.^ hoxising needs, and that tool is the mortgage reve- 
nue bond program. 

Current authority to issue tax exempt mortgage revenue bonds, 
the proceeds of which are used to make mortgages to first time 
honiebuyers, expires December 31, 1988. 

H.R. 2640, introduce by Representative Donnelly and cospon- 
sored by you, Mr. Chairman, and 205 of your House colleagues, is 
now pending before the Ways and Means Committee. 

I want to xise this opportxmity to strongly encourage its prompt 
consideration and approval by the committee, and by the full Con- 
gress, during this session. 

Owning one's own home has long been characterized as the 
American dream, but that dream, however, has become more elu- 
sive for many potential homebuyers today, first time homebuyers, 
unable to qualify for conventional mortgage assistance. 

A sharply targeted program like the nior^age revenue bond pro- 
gram, to those below a certain income limit, and for homes up to a 
maximum purchase price limit, can make a difference in housing 
affordability for those first time homebuyers throughout the 
Nation, Mr. Chairman. 

Issuance of IVQlBs is a legitimate public purpose, and a policy 
tool of the Congress. And we urge its continuance and enactment 
or continuance. 

I would like to shift my attention now to the low-income housing 
tax credit. Conceptually, we agree with the previous speakers rep- 
resenting the Federal agencies that the credit represents a Inti- 
mate use of the Federal Tax Code to stimulate investment in an 
activity which otherwise would attract little if any interest from in- 
vestors. 

The reason for this is that targeted rental housing projects are 
not an economic investment, and must rely on other factors, such 
as tax benefits. 

In addition, the type of project to be assisted, one which contains 
a certari percentage of units set aside for low income persons— as 
the chairman knows, 20 percent at 50 percent of median, or 40 per- 
cent at 60 percent of median income— is also conceptually proper 
Federal housing policy. 

This is so because it targets assistance to low income persons, 
and it also allows us to reflect on the L ^ssons we learned from pre- 
vious Federal housing programs, one of which is that mixed income 
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projects promoted a positive housing environment, and a housing 
attitude. 

But while the low income housing tax credit program is fine in 
concept, we differ from the previous speakers representing the Fed- 
eral agencies, from our experience in the field, in that the credit 
suffers from serious shortcomings which impair its full utilization 
as the Congress we believe intended. 

The credit, even with tax exempt bond financing, Mr. Chairman, 
is of insufficient value to the private sector to stimulate new rental 
housing iproduction in the absence of additional subsidy. 

That is, it is generally not possible to do the targeting required, 
targeting which ALHFA supports, using only the tax credit and tax 
exempt financing. Projects simply don't pencil out, and the rate of 
return to the investors isn't there. 

To digress for a moment, Mr. Chairman, if 7 or 8 percent rate of 
return for investors is the kind of rate of return that is produced 
by this credit, which is the case for most projects today as the 
credit currently stands, an investor is far better off taking no real 
estate risk and investing in a certificate of deposit in the federally 
insured institutions as provided by this Congress. 

This experience with credit is in sharp contrast to the success of 
local housing finance agencies previously in stimulating production 
of new and moderate income rental housing, prior to the 1986 tax 
act, using tax exempt bonds, and the associated real estate incen- 
tives, such as passive losses. 

Evidence of the dramatic adverse impact which the 1986 act's 
provisions had is reflected in the decline of tax exempt financing, 
which was $5 billion in 1984 for rental housing for low and moder- 
ate income persons; $20 billion in 1985; and then falling as a result 
of the act to a little over $3 billion in 1986, and under $3 billion in 
1987. 

Thwse projects which have used the tax credit have often in- 
volved the acquisition and rehabilitation of existing projects, where 
100 percent of the units are and remain low income. 

In such projects the credit is maximized by its application to all 
of the units. While we have no objection to this, it does not add to 
the stock of new, low and moderate income housing which this 
Nation so desperately needs. 

Furthermore, it ignores the positive lessons we've learned from 
mixed use projects through the years of administering Federal 
housing programs. 

I would like to take a moment to relate our experience in St. 
Paul with the tax credit. As you know the 1986 act provides for an 
allocation of tax credit authority among the States bar jd on $1.25 
per capita; for reallocation within the State by its housing credit 
agency. 

To our knowledge, Minnesota is the only State which has en- 
acted legislation providing for an allocation of a portion of its 
credit authority ceiling to certain cities and counties within the 
State of Minnesota. 

In 1987 within the State of Minnesota, there are seven cities and 
two counties receiving about $2.5 million worth of credit authority, 
which is roughly half of the State ceiling of $5.25 million. 
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St. Paul's 1987. entitlement was $541,452. Of that amount of au- 
thority allocated by the State law to the city of St. Paul, the city of 
St. Paul has been able to use 63 percent of that authority, or about 
$341,000, which was committed by the October 1987, deadline im- 
posed by the State statute for eligible projects placed in service 
prior to the end of the calendar year. 

St. Paul's success, however, in conimitting 63 percent of its credit 
authqnty^is in marked contrast to the experience among other 
housing credit agencies. A study conducted last October for the Na- 
tional Council of State Housing Agencies, from which you will hear 
shortly, projected that only 16 percent of the tax credit authority 
available nationally would be allocated inl987. 

I believe that figure today has increased to around 21 or 22 per- 
cent hy the end of the year, according to the National Council of 
State Housing Agencies. 

Why we in St. Paul were able to make the credit work for these 
projects is of interest. The cmswer to that, in a word, is subsidy. 
Sutetantial local fund subsidy, provided either by the Minneapolte- 
St. Paul family housing fund, which is a nonprofit lender created 
through the years to channel local contributed and other philan- 
thropic money to low income housing, or by local subsidy dollars, 
non-Federal dollars, contributed by the city of St. Paul. 

Those two msgor subsidy sources are the reason, end the only 
reason, that we in St. Paul have been able to make this program 
work at all. 

. The low amount of the first mortgage loans represented by the 
kinds of projects we have financed, which is contained within my 
written testmiony, is indicative. We have found that we've been 
able to finance, through a first mortgage loan, conventional loan, 
with lenders, only 18 percent of the total development cost of a 
project. 

This is in market contrast to the experience that we normally 
have found prior. And in that, the private market finds were 80 to 
90 percent of a project cost can be financed with first mortgage pro- 
ceeds from conventional lending sources. 

And the reason for this, of course, is that the rents simply do not 
carry any debt service on these projects. And so the credit is not 
sufiicient without additional local subsidy to make the project 
pencil out. 

The subsidy amount is higher than we had expected, when we 
originally analyzed prototypical rental projects, both in St. Paul, 
and within the Association of Local Housing Finance Agencies. 

In addition to the sijpiificant dollar amount of the subsidy, the 
structure of the financing is such that no repajment is made until 
the end of the 20-year term. So while we in" St. Paul, when we 
make these subsidy contributions, call them a loan, they are actu- 
ally a grant, because they do not amortize again, because the 
project cannot caxry any debt service. 

So the subsidy funds we will not see back, and cannot roll over 
into other low income hous) ig uses for 20 years. 

The private equity dollars which we have been able to attract 
into these projects have been attracted largely because of the tax 
credit. As noted above, rental housing projects are not expected to 
generate much tax flow. 




85 

Tax reform has also eliminated most passive loss tax benefits. 
And appreciation of properly value is not expected to be signifi- 
cant. 

Therefore, an investor's assessment of the three primary compo- 
nents of return on equity~-cash flow, tax benefits and property ap- 
preciation— will focus primarily, if not solely, on benefits related to 
the low income housing tax credit. 

Again, while St. Paul's experience has been po&itive, I have to 
point out again that the projects we've done have been sniaU. 
We've done only about 48 new construction xmits, and 8 substantial 
rehab units. And we've relied on that substantial infusion of add?- 
tional local subsidy. 

We've been fortunate to have that subsidy in contrast to most 
other cities and counties^^ which do not have those subsidy fimds 
available. But even for us in St. Paul, our ability to continue a sub- 
sidy level of around $35,000 a unit, in local subsidy funds, in addi- 
tion to the credit, is certainly not unlimited. 

And we'll be doing our last deal very soon unless the credit is 
made more workable. 

From a national perspective, Mr. Chairman, we in ALHFA do 
not believe the tax credit is working the way Congress intended. 
Other than the three new construction projecte which St. Paul has 
imdertaken, the only other new construction project undertaken by 
local housing finance agencies of which we are aware are, first, an 
$8.2 million 132-imit project undertaken in December in Freemont, 
Calif.; and 32 townhomes totally about $2.5 million here in subur- 
ban Washington and Montgomery County, Md. 

There may be others, but these are the only ones with which we 
are familiar. 

In an effort to identify what modifications to the tax credit are 
necessary to improve its utility as a stimulus to significant new 
housing production in the absence of additional subsidy beyond tax 
exempt bonds, we analyzed prototypical rental housing projects in 
six jurisdictions around the country— Atlanta; El Paso County, Col- 
orado, which is Colorado Springs t ^% Fairfax County, Va., here in 
the Washington area; Los Angeles; Minneapolis-St. Paul; and Mont- 
gomery County, Md. 

The analysis included a number of underwriting assumptions 
which are detailed in my written testimony. 

We found that in addition to tax exempt financing, the level of 
construction costs had a direct bearing on project feasibility. And 
that is, where construction coste exceeded the national average, 
projecto were either less feasible or not feasible at all. 

This finding led to application of a high cost adjustment which 
HUD utilize in 77 high cost cities around the country for such pro- 
grams as the HDAG, housing development action grant program, 
for ex;*^iple. 

A high construction cost adjustment, applied to a project's eligi- 
ble basis, improved feasibility, but still fell sliort in high cost areas. 

In our analysis, we next conside:red various credit alternatives, 
and found that project feasibility was improved through applica- 
tion of a general credit on all of the units within a project, plus aii 
additional credit on the targeted units. 
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We also found that the larger the project, in terms of number of 
units, the greater its feasibility. 

Our anedysis concluded that the tax credit's value must be sub- 
stantially increased, Mr. Chairman, in order to make new construc- 
tion projects financially feasible to the private sector in the ab- 
sence of additional large amounts of suteidy of the type I've de- 
tailed to you from our St Paul experience. 

The followiixg we recommend. First, permit an adjustment to eli- 
gible basis of projects, for projects located in FHA high housing 
cost areas. This is consistent with other Federal hoiising programs, 
and the history of Federal housing policy, and it's necessary to help 
equalize construction costs in these areas, compared to construction 
costs around the Nation as a whole, taken as an average. 

Second, provide a general credit for all the units in a project, to- 
gether with an additional credit for the set-aside units. 

A credit on the set-aside units alone, even with tax exempt fi- 
nancing, Mr. Chairman, is insufficient to make up for the lost 
rental income which the targeting demands. 

Extending the credit to all of the units has precedent in the spe- 
cial credit ^location provided to the city of Chicago and the city of 
New York in the 1986 Tax Act. 

We believe that these changes could be made while keeping the 
pnjgram ^/ithin the overall cost permitted by the Congress if all of 
that which were authorized were utilized. 

Today, Mr. Chairman, the insufficient incentive to the private 
sector of the credit as it stands prohibits the full utilization of the 
credit at anywhere near the levels that Congress intended when 
they allocated the credit for the production of lower income hous- 
ing. 

As a related matter, Mr. Chairman, we urge the Congress ap- 
prove the pending technical corrections act. However, with all due 
respect to the previous speakers representing the Federal agencies, 
passage of the technical corrections act will not, in our judgment, 
r suit in the credit becoming a significant national production pro- 
gram for new units of low and moderate income. That simply alone 
\^1 not do ihe trick. 

Mr. Chairman, the tax credit has the potential for being a valua- 
ble incentive to stimulate investment in low income housing. How- 
ever, it needs improvement along the lines we've suggested. 

/--J we stand ready, and we look forward to an opportunity to 
w^>^ with the subcommittee and its staff in fashioning those 
chaiiges to achieve the result we believe the Congress intended. 

Thank you verv much for your indulgence. 

[The statemeu. of Kenneth Johnson follows:] 
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STATEMENT OP KENNETH R. JOHNSON, DIRECTOR, DEPARTMENT OP 
PLANNING AND ECONOMIC DEVELOPMENT, CITY OP ST. PAUL, MINN. 



Mr Chalr.Ttan and Members o£ the Subcommittee: 



On *>ehalf of the Association of Local Housing Finance Agencies 
(ALliFA*, I appreciate the opportunity to appear before you today to 
dis'juss the low-income ousing tax credit as an instrument of 
federal housing policy; our experience in attempting to use the 
cnedit; and suggested modifications to improve the credit's 
effectiveness. X*m Ken Johnson, Director of the Department of 
Planning and Economic Development for the City of St. Paul, and I'm 
here today as immediate Past President of ALHFA. 

By way of ba:;kground, Mr. Chairman, ALHFA is a nonprofit, national 
association of professionals in the field of affordable housing 
finance. Our 133 members are city and county government agencies 
which finance homaownership and rental housing opportunities for 
low- and moderato-inco.-ne persons. ALHFA 's purpose is to serve its 
members as an advocate before Congress and the Executive Branch on 
affordable housing issues, and, through educational activities, to 
enhance the ability of local housing finance agencies to implement 
responsible and professionally-administered affordable housing 
programs for low- and moderate-income persons. 

At the outset Mr. Chairman, I want to commend you for holding these 
hearings focusing on policy issues and constraints with respect to 
the low-income housing tax credit. As you have no doubt learned, 
despite your best efforts to ensure that adequate tax incentives to 
stimulate meaningful production of new rental housing for low- and 
moderate-income persons remained after Congress passed the 1986 Tax 
Reform Act, that has not been, nor is it now, the case. The reasons 
why, and what can be done, are points I want to develop in my 
testimony. Before doing so however, there is a separate but related 
issue before Congress upon which I wish to comment. It involves a 
tool used by local and state housing finance agencies to meet 
affordable housing needs — the Mortgage Revenue Bond (MRS) Program. 



Mortgage Revenue Bonds 

Current authority to issue tax-exempt Mortgage Revenue Bonds, the 

proceeds of which are used to make mortgages to first-time 

homebuyers, expires December 31, 1988. H.R. 2640, introduced by 

Rep. Donnelly and cosponsored by you Mr. Chairman and 218 of your 

House colleagues, is now pending before the Ways and Means 

Committee. I want to use this opportunity to strongly encourage its 

prompt consideration and approval, by the Committee and by the full 

Congress during this session. ^ 

Owning one's home has long buOn characterized as "the American 1 
Dream." That dream, however, has> ^'^econw' more elusive for many > 
potential first-tir:ci homebuyers unable to qualify for conventional 
mortgage assistance as evidenced by 'the following: 

o Between 1986 and 1986 home prices rose nationally by 108 percent ; 
while median family income rose 97 percent; 

o Rents today are rising faster than inflation, siphoning off 

income which could otherwise be available for a downpayment; and 

o Between 1980 and 1986 the percentage of Americans owning their 
own home fell from 65 percent to 63.8 percent. 

In short, what we see is an af fordability problem — a problem 
addressed at least in part when local and state housing finance 
agencies makes available below market mortgages [or tax credits 
through the companion Mortgage Credit Certificate (MCC) program in a 
sharply targeted fashion to those below a certain income limit and 
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for homes up to a maximum purchase price ceiling. Issuance of mrbs 
and MCCs is a legitimate public purpose and is a proper use of the 
Tax Code. Congress should ensure its continuance. 

credit^ li^G shift my attention to the low-income housing tax 

The Cr edit as an instrument of Federal Policy 

The lr)w-income housing tax credit was enacted by Congress to 
stimultJte private investment in the acquisition, rehabilitation, or 
construction of rental housing for low-income persons, under the 
program, a credit of 9 percent for conventionally-financed projects, 
or 4 percent if tax-exempt bonds or federal assistance is utilized, 
iv^^J^H ^In ""^^^ ^^^^^ households whose incomes do not 

exceed either 50 percent or bO percent of the median income, and who 
pay no more than 30 percent of their income for rent. 

Conceptually, the credit represents a legitimate use of the federal 
tax code to stimulate investment in an activity which otherwise 
would attract little, if any, interest from investors. The reason 
for this is that targeted rental housing projects are not an 
economic investment and must rely on other factors, such as tax 
benefits. 

In addition, the type of project to be assisted — one which 
contains a certain percentage of units set aside for low-income 
persons (20 percent at 50 percent of median or 40 percent at 60 
percent of median) — is also, conceptually, proper federal housing 
if^L , targets assistance to low-income persons and it reflects 
lessons learned from previous federal housing programs — that 
mixod-income projects promote a positive housing attitude and 
environment. 

But while the low-income housing tax credit program is fine in 
concept, it suffers from serious shortcomings which impair its full 
utilization as Congress, we believe, intended: 

1. The credit, even with tax-exempt bond financing, is of 
insufficient value to stimulate new rental housing production in 
the absence of additional subsidy. That is, generally it is not 
possible to do the taraoting required — targeting which ALHFA 

"7 ""^^^ c-e tax credit and tax-exempt financing. 

Projects simply don't pencil out. 

This is in sharp contrast to the success of local housing finance 
agencies in stimulating production of new low- and moderate- 
income rental housing prior to the 1986 Tax Act using tax-exempt 
bonds and the associated real estate incentives such as passive 
losses. Evidence of the dramatic adverse impact which the 1986 
Act s provisions have had is reflected in the decline of tax- 
exempt multifamily bond volume which was $5 billion in 1984 
rising to $20.16 billion in 1985, and falling to $3.16 billion in 
1986, and $2.77 billion in 198". m 

2. Those projects which have used the tax credit involved, for the 
most part, the acquisition ar.i rehabilitation of existing 
projects where lOO percent of the units are and remain low 
income. In such projects, the credit is maximized bv its 
application to all of the units. 

While we have no objection to this, it does not add to the stock 
ot new low-income housing. Furthermore, it Ignores the positive 
lessons we have learned from mixed-income projects. 
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Experience with the Tax credit 

I want to take a morncnt to relate Saint Paul's experience with the 
tax credit. As you know, the 1986 Tax Act provides for an 
allocation of tax credit authority among the states based on $l 25 
per capita for reallocation within the state by its housing cred*^ 
agency. (Tax credit authority used in conjunction with tax-exernpu 
bonds does not require an allocation.) To oar knowledge, Minnesota 
is the only state which has enacted legislation providing for an 
entitlement of a portion of its credit authority ceiling to certain 
cities and counties. 

Under the Minnesota law, eligible cities and counties are (1) cities 
with a housing and redevelopment authority (HRA) and a population of 
at least 50,000? (2) cities located in three or more counties -hich 
have an HRAj and (3) counties with an HRA and a population of at 
least 100,000. 

Each entitlement community receives an amount equal tc the greater 
of (1) $1.6875 multiplied by the city or county population; or (2) 
90 percent of the total state ceiling multiplied by a fraction 
representing the community's share of rental housing relative to the 
stavic. In 1987, there were 7 cities and 2 counties" receiving $2.54 
million in credit authority, or 48.4 percent o£ the state's <Una 
of $5.24 million, seint Paul's 1987 entitlement was $541,45 

Of the City's $541,452 in authority, 63 percent or $341,756 was 
committed by the October 1, 1987 ^'eadline imposed by state statute 
for eligible projects placed in service prior to December 31, 1987. 
Those projects receiving a commitment were: 



1. 


Sherburne Avenue Apartments 
(8 units, rehab) 


$ 32,402 


2. 


Lincoln Townhomes 
(18 units, new) 


118,172 


3. 


Carroll Avenue Townhomes 
(11 units, new) 


73,697 


4. 


Clinton Avenue Townhomes 
(18 units, new) 


117.485 
$341,756 



Saint Paul's success in committing 63 percent of its credit 
authority is in mnrked contrast to the experience among other 
housing credit agencies. A study conducted last October for the 
National Council of State Housing Agencies (NCSHA) projected that 
only 16 percent of the tax-credit authority available nationally 
would be allocated in 198''. I believe that figure increased to 22 
percent by year's end according to NCSHA. Page Eight 

Why were we able to make che credit work for these projects? In a 
word — subsidy, substantial subsidy provided either by the 
Minneapolis/Saint Paul Family Housing Fund or the Saint Paul HRA. 

The financing package for Clinton Avenue Townhomes is a typical 
example of why the tax credit worked: 

Total Percent Amount 

Project Of Total Per Unit 

Total Development 

post $1.342,470 100% $74.470.55 

First Mortgage 247,000 18% 13,722.22 

Loan 
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Subsidy (Family 
Housing Fund) 



644,827 



48% 



35,823.72 



Private Equity 



448,643 



33% 



24,935,61 



The low amount of the first mortgage loan (only 18 percent of total 
costs) is common to rental project financings undertaken after the 
1986 Tax Act. With -the deep targeting requirements, projects simply 
do not generate sufficient income to carry much debt. . Prior to the 
Tax Reform Act, the amount of a typical first mortgage loan was 80 
percent to '90 percent of total cost. 

The subsidy amount is higher than we had expected when we originally 
analyzed "prototypical" rerital projects, in addition to the 
significant dollar amount of the subsidy, the structure of this Page 
Nine financing (it is technically a "deferred loan", not a grant) is 
such that no repayment is made tmtil the end of the 20-year term. 

The private equity dollars have been attracted largely because of 
the tax credit. As noted above, rental housing projects are not 
expected to generate much cash flow; Tax Reform has also eliminated 
nost passive-loss tax benefits; and appreciation of property value 
is not expected to be significant. Therefore, an investor's 
assessment of the three primary components of return on equity — 
cash flow, tax benefits, and property appreciation — will focus 
primarily, if not solely, on benefits related to the low-income 
housing tax credit. 

While Saint Paul's experience with the tax credit has been positive, 
I must point out that the projects we've done are small and have 
relied on a substantial infusion of additional subsidy, subsidy 
which we in Saint Paul are fortunate to have, in contrast to most 
cities and counties which do not. 



Improvements to Increase the Credit's Effectiveness 

From a national perspective Mr. Chairman, we in ALriFA do not believe 
the tax credit is working the way Congress intended. Other than the 
three new- const ruction projects which Saint Paul has undertaken, the 
only other new construction project undertaken by local housing 
finance agencies about which we are aware are an $8.2-million 132- 
unit project undertaken in December 1986 in Fremont, California, and 
32 townhou£:es totaling $2.4 million in Montgomery County, Maryland. 
There may be others, but these are ones with which we're familiar. 

In an effort to identify what modifications to the tax credit are 
necessary to improve its utility as a stimulus to significant new 
housing production in the absence of additional subsidy beyond tax- 
exempt bonds, we have analyzed prototypical rental housing projects 
in six representative jurisdictions: Atlanta, Georgi\; El Paso 
County, Colorado; Fairfax County, Virginia; Los Angeles, California; 
Minneapolis/Saint Paul, Minnesota; and Montgomery Coaity, Maryland. 

The analysis included the following assumptions: 

Underwriting 

Maximum Amount c£ Primary Loan Not to exceed 80% of 



Total Project Cost based 
. on projected income 



Debt Coverage Ratio 



1.20 



Interest Rate (Conventional) 



10.25% 
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Interest Rate (Tax-exempt) 



8.25% 



Amortization 



30 ,years 



Assumed Rate of Return 



12% 



Investor Profile 



Tax Bracket 



28% 



Depreciation Method 



27.5 years straightline 



Year Property Sold 



15th year 



Sales Assumption 



2% appreciation per year 



We found, for example, that in addition to tax-exempt financing, the 
level of construction costs had a direct bearing on project 
flexibility. In areas where construction costs exceeded the 
national average, projects were either less feasible or not feasible 
at all. This finding led to application of a "high-cost adjustment" 
which HUD utilizes in some 77 high-cost cities for such programs as 
Housing Development Action Grants; A high construction cost 
adjustment applied to a project's eligible basis improved 
feasibility but still fell short in high-cost areas. 

We next considered various credit alternatives and found that 
project feasibility was improved through application of a general 
credit on all of the units within a project plus an additional 
credit on the targeted units. We also found that the larger the 
project, unit-wise, the greater the feasibility. 

Our analysis concluded that the tax credit's value must be 
substantially increased in order to make new construction projects 
financially feasible in the absence of additional subsidy. 

The following improvements in the credit arc recommended: First, 
permit an adjustment to eligible basis for projects located in 
Federal Housing Administration high housing cost areas. This is 
consi^Lent with other Federal housing programs, and, it \s necessary 
to help equalize construction costs in these areas compared to the 
nation as a whole. Second, provide a general credit on all of the 
units in a project, together with an additional credit for the set- 
aside units. A credit on the set-aside units alone, even with tax- 
exempt financing, is insufficient to make up for the lost rental 
income. Extending the credit to all of the units has precedent in 
the special credit allocation provided to the City of Chicago and 
the City of New York in the 1986 Tax /\ct. 

We believe these changes coula be made while keeping the program 
within the total credit amount authorized by Congress. 

As a related matter, Mr. Chairman, we urge that Congress approve the 
pendi ig technical corrections to the tax credit which were passed by 
the House during th^ last session, and to extend the December 31, 
1989 sunset on tax-credit authority. 

Mr. Chairman, the tax credit has the potential for being a valuable 
incentive to stimulate investment in the production of new low- 
income housing. However, it needs improvements along the lines 
suggested herein. We look forward to working with your subcommittee 
in fashioning changes to achieve this result. 
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Chairman Rangel. Thank you, Mr. Johnson, for your very 
thoiightful recommendations. 

Before I recognize Mr. Levin, tell me, do you know what impact, 
if any, the 1986 tax reform law had on the revenues available to 
Minnesota or to the city of St. Paixl. 

Mr. Kenneth Johnson. Revenues available, Mr. Chairman? 

Chairman Rangel. Well, the tax structure. Was it changed as a 
result of the 1986 Federal Tax Reform Act? 

Mr. Kenneth Johnson. We typically, Mr. Chairman, in St. Paul, 
prior to the Tax Act, were financing housing for low and moderate 
income persons through our agency to the level of probably 300 or 
400>units of rental housing a year. 

Chairman Rangel. I didn^ make my question clear. The 1986 
Tax Reform Act reduced the number of deductions that the taxpay- 
er could take. 

As a result of this, most citieiJbthat had any type of taxes at all, 
or certainly the states that piggybacked on the Federal tax system, 
had a broader base in which to develop their tax system. 

In a lot of areas, the taxes, they received additional revenue. 
Other people passed on that tax saving to the taxpayer. 

Do you know what happened in Miimesota? 

Mr. Kenneth Johnson. Sorry, Mr. Chairman, for not under- 
standing your question. Yes, in Minnesota, due to the operation of 
the legislature and the revision of Statie taxes, none of that was 
passed on to the localities in terms of extra available revenue for 
our use in housing or any other means. 

Chairman Rangel. Was application made for additional reve- 
nues for low income housing by the State legislature? 

Mr. Kenneth Jo;inson. I m sorry, sir? 

Chairman Rangel. Did the State legislature make any recom- 
mendations for some of those tax revenues that were available to 
be made available for low income housing, do you know? Were 
there any new initiatives by the cities and States in this area? 

Mr. Kenneth Johnson. Yes, cities have launched an initiative in 
the legislature which was not successful last session. We hope 
mayb^ this session. It does have some support in the legislature. 

However, it's not gomg to be at a scale that would allow us to 
contmue to produce housing at a level we were experiencing in '85. 

Chairman Rangel. The Chair now would recoguize Mr. Levin » a 
distinguished member of the full Ways and Means Committee, fcr 
the purpose of introducing our next witness. 

Mr. Levin. Thank you very much, Mr. Chairman. And I appreci- 
ate the chance to join you, the distinguished chairman and my 
good friend, and the other members of this subcommittee; I don't 
have the privilege of serving on it. 

But I thought I would drop by, and I appreciate you letting me 
do so, for the testimony of Terrence Duvemay, who is the executive 
director of MSHDA. 

As I remember it, Mr. Chairman, the agency, the authority, was 
created when 1 was in the legislature. That was a few years ago— 
the State legislature. And it's had a distinguished history. 

It's been the creator of a great deal of housing within the State 
of Michigan. The State would be much poorer without it. And he's 
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also Secretary of the National CJouncU of State Housing Agencies, 
so I know that all of you join in anticipation of his testimony. 

Chairman Rangel. Well, the Chair welcomes the contribution 
the gentleman from Michigan has made in this area in providing a 
shelter for low and moderate income people. And we look forward 
to Mr. Duvemay's testimony. 

STATEMENT OF TERRENCE R DUVERNAY, SECRETARY OF THE 
NATIONAL COUNCIL OF STATE HOUSING AGENCIES, AND EXEC- 
UTIVE DIRECTOR, MICHIGAN STATE HOUSING DEVELOPMENT 
AUTHORITY 

Mr. DirvTERNAY. Thank you very much, Mr. Chairman, and thank 
you, Congr^man Levin. You're well.aware that we look to you for 
leadership in the hearing, and we thank you for the support we've 
gotten. 

Mr. Chainnan, I am executive director, as the Congressman nien- 
tioned, of the Michigan State Housing Development Authority, and 
also, secretary of the National Council of State Housing Agencies. 

I appreciate your offer to allow my full testimony to be offered 
for the record, and I will summarize that testimony. 

My agency, among other things, administers the low income 
housing tax credit in Michigan. Likewise, the National Council of 
State Housing Agencies is comprised of, in each State, of agencies 
like mine. Forty-five of those agencies administ^'* the tax credit, 
and those that don't are indirectly involved. 

It's particularly important that I appear before ju today. Be- 
cause without your help, and without the help of Chairman Rosten- 
kowski, the Tax Reform Act of 1986 would have been silent on low 
and moderate income housing needs. 

At the outset let me make it very clear that the National Council 
of State Housing Agencies, and the State Housing Finance Agency 
strongly support the credit. 

We remain equally committed to the key national housing poli- 
cies enunciated in the program, particularly the depth of the tar- 
geting, the rent-to-income ratio, and the goal of economically inte- 
grated development and the use of the State adjniiiistrators of this 
most necessary resource. 

We often look back at the low income multifamily program in 
H.R. 3838 which you crafted, and we look back at it, and only if we 
could go back to that feeling. But we know that we must press 
ahead. 

And there's a need that requires all of us to look forward, and 
make this program work. 

From the perspective of State housing and finance agencies, the 
credit program will be successful when 100 percent of the credit is 
allocated in a given year; when the credit works effectively with 
tax exempt bond financing and when the credit becomes a nation- 
al program, flexible and valuable enough to work in all States. 

Being responsible for administering the program in Michigan, 
and involved in a national association for whom the credit is a 
major concern has provided me with some unique insights on the 
program, and I'd be happy to share them with you. 
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To place my remarks in perspective, let me review for you my 
experience and the experience of State agencies with the credit in 

First, 1987 was a transition year, not unlike the startup year for 
most new programs. The difficulties were compounded by the un- 
certainties following tax reform; the complexity of the program; 
and the lack of full Federal regulations or guidance, excluding tax 
exempt bond financed projects, falling under the private activity 
bond cap. 

States were given about $317 million credit authority for 1987. 
Nationally, only $65 million under the $1.25 per resident statutory 
cap, 20 percent, was formally allocated to projects. 

NGSHA is currently tabulating a survey of each State's activi- 
ties. When completed next month, a detailed picture of the past 
year s activity can be drawn. 

We will naturally share that information with the committee. 
Today we can make some tentative observations based on our pre- 
liminary review of approximately two-thirds of the total projects 
applying for or receiving a credit last year. 

They are typical projects that were much smaller than develop- 
ments under previous Federal programs, averaging 33 imits per 
project, 10 units per building. 

About three-fourths received some form of subsidy, the most sig- 
nificant being Federal, mod rehab, and Farmers Home. Some local 
and State assistance was also received. 

The typical projects contained nearly 90 percent low income 
units. I know in my State the experience is much the same. Ninety- 
two percent of respondents chose to use the 40-60 set>-aside instead 
of the 20-50, allowing both the higher income base and high rental 
income. 

Less than 5 percent of the projects were nonprofits, in spite of 
the 10 percent statutory set-aside. 

Tve been asked by a number of people in recent weeks how I 
would judge the success of the program over the past year. First, as 
I mentioned earlier, last year as a startup year with all associated 
problems. 

^ Second, we have talcen up this program with certain expecta- 
tions. The credit is one of the few incentives for low income hous- 
ing production available, either on the tax or direct expenditure 
side of the budget. And it is ours to make work. 

Because the program is capped, we anticipated that Congress in- 
tended us to fully utilize our allocation of authority. Because the 
program is complex, and a departure from both traditional tax- 
based housing incentives and direct expenditure programs for low 
income housing, a process of education has been necessary for all 
participants, ourselves, directed sponsors, and syndicators. 

Having said that, I would have to say that I nonetheless look 
back on the past year with some disappointment. Why was only 20 
percent of authority utilized? We have been placed, we think in an 
imcomfortable position of having to create a program without a 
complete set of regulations. 

Through our national organization we have shared information. 
Weve shared ideas and experience among ourselves. We made 
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-overtures to Treasury for clarification of issues that arose through- 
out the year. ° 

And basically we've had to fly by the seat of our pants. 

Questions anse daily for which there are no answers, due to the 
lack of implementmg regulations; Many terms have not yet been 
detmed, mcludmg such crucial ones as "placed in service" ' 

For the program to work it is imperative that regulations be 
adopted quickly. 

I would suggest, Mr. Chairman, that the process of promulgating 
a \rorkable understandable set of regulations would be facilitated 
by the creation of a formal working group comprised of our agen- 
cies,, the Treasury, HUD, and Farmers Home representatnres, 
which could meet periodically to put the regulations on a fast 
track. 

Moreover, recognizing your tireless efforts toward this end, I 
would urge prompt enactment of the technical correction package 
which was drafted last year. 

Your hard work, and that of your staff, have resulted in a list of 
important provisions necessary for the success of the low income 
tax credit program. 

We're anxious to put these measures to good use. 

As important, and as desperately needed, as these steps are for 
regulation and the passage of technical corrections, their imple- 
mentation alone will not assure full utilization of the credit author- 
Ivy* 

Our experience to date points to some more fundamental prob- 
lems with the credit which will always limit its capacity in the 
present fonn. j ^ 

Development both private and nonprofit must be able to project 
a reasonable rate of return on a development to attract capital. 

It IS clear that without significant direct subsidies, the typical 
low mcome project we are seeing now is not reasonable 

Ironically, we are also faced with the fact that there are not 
ample subsidies of the type that once produced a low income inven- 
tory. 

reality that m£gor direct expenditures for housing are not 
likely m the current budgetary environment. If we hope to see 
larger scale projects with an attractive income mix, development 
will need to be assured of certain things: 

That sufficient subsidies available for each low income unit to 
generate the needed income stream in a mixed income project. 

That a reasonable amount of equity can be raised with credit 

That if necessary, a credit project can be developed that stands 
substantially alone, given the fact that sufficient direct subsidies 
may not be readily available. 

The National Council of State Housing Agencies, and my col- 
leagues m the State housing finance agencies do not pretend to 
have all the answers that would result in optimal use of the credit 
authonty. We do have some ideas and some concepts. 
^ For example, to m,ake this program more responsible to the prac- 
ticalities of housing, you should consider allowing carryover credit 
.to projects that miss the December 31st deadline. 

Set the applicable percentage at binding commitment. Establish 
a yearly apphcable percentage rather than a floating rate. 
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Provide a reasonable, time after place and service to establish eli- 
gible bases to count seasonal work not completed. Allow eligibility 
of rental housing developments for special needs and groups, like 
the handicapped, homeless and elderly, with much ne^ed project 
based support services. 

Redefine allocations on a project-by-project basis, rather than a 
building-by-building basis. 

And clarify that an owner is not subject to recapture of a portion 
of the credit, should a person's income in a single unit of a 100 per- 
cent low income project exceed the allowable 140 percent eligible 
income. 

To improve project income streams, you should consider such op- 
tions as allowing use of the higher of State or median income; 
eliminating the faniily size adjustments in all or select instances, 
such as 100 percent elderly development; establishing a fair market 
rent by unit size; and/or allowing Federal and State housing pro- 
gram rental payment requirements to supersede credit require- 
ments in Federal or State assisted buildings. 

And changes to increase the valuie, which should be discussed, 
analj^, or considered, I think should include ^the.foUowing: 

Recognizing a higher present value to allow a higher applicable 
percentage; allowing the credit agency to determine the applicable ► 
percentage on a project-by-project basis; fixing the applicable per- 
centage at a lower level, but applying it across the entire base; and 
allowing an additional value on the low income units. 

Allowing tax exempt finance projects to use the higher percent- 
age; and removing the provision which requires that Federd assist- 
ance be ^ ^.btracted from the eligible bases. 

But I would hesitate to offer any of these as the best approach or 
offer up a quick-fix solution just on the basis of what we now know, 
and expect you to risk the resources or the political energy. In the 
months ahead, however, we will be developing a clearer picture of 
what needs to be done.^ 

The National Council of State Housing Agencies has already put 
in motion two major studies of the credit, one examining the 
projects that are being proposed and that receive allocation, the 
other taking a broader, deeper look at the concerns of developers 
and syndicators. 

We want to work with you to examine some of the ongoing fun- 
damental issues that concern, and design a program to be offered 
in concert with the campaign to extend the sunset. To develop the 
coalition necessary to be successful in that campaign, all partici- 
pants—low-income advocates, the private sector, for-profit and non- 
profit developers, and syndicators must be confident that the pro- 
gram will be fully utilized in the future. 

In the interim we will work closely with Treasury in promulgat- 
ing a regulation and are going to help you in any we can to achieve 
swift pass^e of the technical corrections measures. 

Mr. Chairman, I appreciate the opportunity to speak to this s ib- 
committee. This year is a pivotal year for State housing agencies. 
We are expending a great deal of effort to effect the passage of 
H.R. 2640, the extension of mortgage revenue bonds, of which you 
were an original cosponsor. 
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As you in particular understand, my colleagues and I in the State 
Housing finance agencies are struggling to address a broad spec- 
trum of housing needs, ranging from home ownership to the home- 
less. Historically, the mortgage revenue bond program has afforded 
us an organizational capacity which in turn has allowed us the op- 
portunity to expand our activities. 

I would be remiss if I did not thank you for your support in this 
area. We look forward to the opportunity to help you make the 
low-income tax credit an effective housing program, meeting the 
housing needs of many low- and moder' ^^e-income Americans. 
Tha3t you very much. 
[The statement of Mr. Duvemay follows:] 
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Testimony of the 
National CotmcU of SUtcHousing Agencies 
Before the 

Subcommittee on Select Revenue Measures 
Committee on Ways and Means 
U.S. House of RepresenUUves 



e* » On behalf of my colleague Christine Flynn, ExccuUve nirprtnr nf th^ 

f^t lSJtJ^XLT7 '''' all^e'exec"urdK« of th 
r^^UHna ?n u. '"'^ '° ^"^"^^^ our appreclauon to you for 

Pvfpnric^.ln ^^'^^^ P'''°'^'y ''y cosponsorl^g H.R. 2640. which 

extends the Mortgage Revenue Bond Program through 1992 I full v 
"""''Se^e revenue bond! are not the focus of th s 

S the cXcW^fr'^ "'^'^ would dramatically 

aiitci tne capacity of state housing Hnance agencies to maintain thpir 
leadership role m providing the full spectrum V hoL ng opp^^^^^^ 
immct^';"' """^ T'^"'''-^ Ultimately. lt^^MSuvely 

-,nfcf,r. ^^*^''P^^nl'° 'Administer the Low Income Housing Cred t 1 
n^ i ^.l"'"'' 'V" opportunities to discuss this isst^ vvith you 

fonvard ^oit" ' Committee In the future. I certaWy l^ok 

i,«.,<,i^i ^'^ "^'^ "^^^^ " ^cty clear Oiat NCSHA and the state 

h.T .>l H*;? ''^'"1"=^ ^"■°"8'y «"PP°f' 'he Credit. We a?e conndent 
that the Credit can become an effective production and Dresenratlon 

SessTethlrsf'^' thls^outcome. my ts&T will 

• the rental housing affordability crisis: 

• 1987 activity: 

• the numerous problems hindering efTcctivc administration of 
and production with, ihc Credit: 

• projected activity for 1988: and lasUy, 

• a recommended process for developing a significantly Improved 
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Wc arc all too well aware of the problems facing many Americans as 
they attempt to secure affordable rental housing. There Is in America 
today, a growing number of housing have-nots. In far too many cases, 
affordable decent housing simply does not exist. For low- and moderate- 
income renters, it Is a problem of both increasing rental cost burdens 
and real rents compounded by a decreasing supply of affordable rental 
housing. 

Since the 1940s, a 25 percent rental eost to income ratio was 
considered an appropriate housing cost burden. Recently, that ratio has 
been raised to 30 percent. Households who must pay 30 percent or 
more of their incomes for rent, are considered to bear a high rent 
burden. The incidence of high rent burden has been increasing over the 
past decade. 

In 1983, 66 percent of all rental households were bearing a high 
rental cost burden, indicative of the private sector's difficulty in supplying 
affordable rental units. Notably, the information gathered in both 1975 
and 1983 by the Census Bureau shows that the high rental cost burden is 
most widespread and is increasing most rapidly among very low income 
households. Equally discouraging is the Increase in the number thus 
affeeted among low- to moderate-income households. 

In addition rental propertj/ owners who saw rental Increases lag 
behind other cost increases throughout the late 1970's.and early 1980's 
now face the need to raise rents. As a result. William Apgar of the Joint 
Center for Housing Studies at Harvard University recently found In an 
analysis that real rents (current rents adjusted for inflation) are 
Increasing at a rate faster than at any time in the last 20 years. 

One reason so many renters are confronted with these afore* 
mentioned affordabillty problems is the inadequate supply of low-rent 
units. In 1974. the supply of low-rent units exceeded the number of 
households who could afford only low-rent units. A change has occurred 
between 1974 and 1983 in the supply and demand relationship. Over 
that decade, the situation reversed and a fundamental supply/demand 
problem emerged. When the rental units which receive some federal 
subsidy are removed from the market, the supply of low rent units 
provided by the private sector in 1983 would have been 3 million fewer 
than the demand. If the trend proceeds unabated, the problem will 
become all the more severe In the future. 

The picture that emerges is one which clearly indicates a collective 
failure on the part of both the publie and private sectors to meet the 
rental housing needs of low Income households. 

In the next month, the Joint Center for Housing Studies at Harvard 
will release a report on "The State of the Nation's Housing.** It is our 
understanding that this will further describe the magnitude of the 
problem and verify the fact that the crisis is growing at a pace faster than 
our present ability to respond. In sum. the need clearly requires a 
stronger federal presence using both tax incentives and direct 
expenditures. Without question, an effective Low Income Housing Tax 
Credit is a key clement to any array of federal assistance^ The critical 
word above is effective and unfortunately, last year's experience suggests 
significant improvements will be necessary. 
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state E«i€riencfe with the Low>Incame Homlnff Tar Cr^it 

From the passage of the Tax Reform Aet of 1986, the state housing 
Hnanee agencies have taken the Credit most seriously. Outside of tax- 
exempt bonds, the Credit remains as the >9nly federal tax ineentlvc left 
for the production of low- and moderate-Income rental housing. In 1987, 
the agencies called upon^the breadth of their experience as financiers 
and . administrators of over half of the privately-owned, federally-assisted 
mulUfamlly iny^ntory to create a workable Credit program. As you would 
expect, the stfVe agencies spent considerable Hnancial and staffrcsourecs 
to develop sojhistieated developer packets and to hold numerous public 
meetings for 1 bth information exchange and dissemination. 

While a transition to any new program Is time-consuming and 
difficult, 1 wari to assure you that my agency aiid all of my coHcagucs did 
everything in ( ur powers to facilitate the start-up of this program. Tills 
effort was aelieved with very little guidance from the Department of 
Treasury and lio defined programmatic guidelines. We essentially relied 
on each other i)r consultation and advice. In tiie end. 49 states made the 
subsidies avail; .ble to the development community In 1987, 

To estaMish a baseline for evaluation. NCSHA commissioned the 
Joint Center lOr Housing Studies at Harvard to undertake a review of the 
credit in r.id-summer of last year, A report entitled, "Early Experiences 
with tl Low Income Rental Housing Tax Credit," was released lart 
October, 

Their research found that after the first nine months* of 1987. one 
year after enactment; 

• overall credit activity was likely to be less than one -quarter of 
tlie available authority: 

• almost all projects were assisted by some other federal or state 
subsidy: 

• the projects were predominantly 100 percent low*ineome: 

• the projects were generally quite small, averaging 30 units, one- 
fifth the average size of state HFA projects pre-tax reform; and 

• the projects were mostly rehabilitation and acquisition rather 
than new construction. 

NCSHA . is now in the process of gathering detailed projeet-by- 
project data from every agency administering the Credit, Today, we 
would like to present you with the general results of a large sampling of 
this data taken from approximately 900 projects, More*detailed 
information will be available and provided to the Committee by the end 
of March. 

UtllSzntlon of the Volume Cnp 

In 1987. only $65 million, or ^0,5 percent, of the total available 
authority under the per capita cap of $317 million allocation and $11.7 
million special allocation, was allocated. For all intents and purposes, use 
of the (Jredit with tax-exempt bonds was non-existent. Experience shows 
economic feasibility for individual projects was so difficult to achieve that 
sponsors needed to obtain the maximum credit value. This was largely 
achieved through conventionally-financed, 100 percent low-income 
developments. In return, the 70 percent credit could be realized over 
the entire depreciable base, A 30 percent credit with tax-exempt 
financing, even at 100 percent low income tenancy, was not of 
comparable value. 

Assuming quite conservatively that it was Congress* assumption tliat 
10 percent of the private purpose tax-exempt bond cap would be used for 
multifamily financings, total potential credit authority would have 
Increased by approximately $85 million. When added to the $317 
million, total Credit authority available to assist low-income renters 
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Increases to $402 million. In 1987. If the CredU had been workable ihen 
and linked to lax exempt Hnaneings. an additional $2.6 billion of low* 
Ineome housing- -nearly 50.000 units at an average cost of $50,000 * 
would have been produced. Instead, actual acti\ity witii the Credit drops 
to IG percent, or $65 million out of a potential of $402 million. 
E:>seiuially. a minimal use of tax exempt bond Hnaneing would have had 
considerable impact on the additional number of low^ and modorato> 
Ineome units developed *.dth the Credit program. 

On a state-by state basis the range of credit amount allocated was 
dramatic Attached is a table entitled, "Low Income Housing Tax Credit 
Activity", which provides rounded dollar allocations made by states in 
1987. As you will note, three states used over 75 percent of their 
allocation, five between 50 and 75 percent, and nine between 25 and 50 
percent. Tlic remaining state agencies used Zero to 25 percent of the 
allocation. This wide variation can in pan be explained by the character 
of the projects which received tlie Credit last year. 

Chnrncteristirs of Prolorts tlsin^ thr CroHlt 

NCSIIA is in tlic process of compiling the results of a survey of 
agencies who administer the Credit to determine what type of activity 
occurred in 1987. Currently, we arc able to take a look at approximately 
975 projects which formally applied to use the Credit in 39 stales. By 
the end of March, we hope to have a complete picture of the 1987 
projects and will make this available to the Committee. 

From the sample, several general observations can be made. 

• Approximately 35 percent of tlic projects were allocated the 70 
percent present value Credit, 36 percent the 30 percent 
present value Credit, and 12 percent a combination of 70 and 30 
percent Credits. 

• Another 17 percent received no r*!ocation. of which about 76 
percent remain in the pipeline for possible allocation in 1988. 

• Non-profit sponsors represented less than 5 percent of those 
participating. 

• The sponsors almost overwhelmingly ... by 92 percent . . , 
elected to use the 60 percent targeting scheme. Project 
sponsors were clearly interested in establishing a higher ineome 
base from which to set rents. 

• Only 5 percent of the investors receiving the Credit were 
corporations, the remainder of the equity coming from 
individuals or partnerships. 

• Finally, regardless of the type of Credit used, the typical project 
was a small one. involving buildings with an average of only 10 
units and with a total project size of only 32 units. 

Proicrts Rpc oKin(t 70 Pfrrcnf Proscnt Value CrHlt?; 

• Tliose projects receiving a 70 percent present value Credit 
involved conventional Hnancing in 95 percent of tlic ea&«... 

• At this time, projects that used secondary financing sources or 
grants from federal si.bsidies like lioDAGs. UDAOs and Rental 
Rehab or various state and local subsidies could not be 
distinguished, but indications strongly suggest that a large 
portion of projects received one or more additional form of 
as.«Jstanee. 

• Sixty percent of the projects involved substantial rehabilitation. 
20 percent new construction, and 18 percent were for 
acquisition only. 

• As would be expected, the new construction projects received a 
relatively greater share of the amount of Credit allocated. 40 
percent. 

• A significant percentage of these projects expected to uss 
Section 8 Ccrtlilcates or Vouchers. 
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Protects Receiving 30 Pprrent Pr<*5; ent Value rr<>Hits 

Of the pro^icts receiving a 30 percent present value Credit, 
almost 90 percent had a federal subsidy In the financing 
package. 

• A larger percentage of these projects were in non-MSA areas, 
4C percent, than either the 70 percent Credit or the combined 
70 and 30 percent Credit projects which were heavily 
concentrated in MSA areas. 

• Higher relaUve use in non-MSA areas can be attributed to the 
availability of the FmHA subsidy in these areas as Indicated by the 
fact that 44 percent of the projects involved FmHA subsidy. 

Prelects RprpMntT f^^n^blneri 70 ah d 30 Percent CreHlts 

• Those/ projects receiving both a 70 percent and 30 percent 
Credit'also relied upon federal subsidy In 87 percent of the ':ases 
and combined this almost exclusively with conventional 
financing. 

• Fortyrthree percent of the projects expected to receive Section 
8 Certificates and 40 percent FmHA rent subsidies. 

• Of the total amount allocated to these projects, only 4.3 percent 
was associated with the 30 percent Credits. 

• 'fhe projects involved substanUal rehabilitaUon. 

Protects Not Rprpiv^ng a Credit In lQft7 

• Of the 17 percent of projects surveyed that were not allocated in 
1987, 41 percent involved new construction. 

• Seventy-three percent expected to receive some federal subsidy, 
predominantly FmHA. 

The clear picture that emerges is one of a low volume of activity 
going to small projects, two-thirds of which involved acquisitions and 
rehabilitation. An expected start-up time for programs and delays in 
regulations is, in part, responsible for the small project sizes and low 
percentage of new construction. However, we sense there are even more 
serious problems inherent in the credit which will be addressed later. 
Federal subsidies were present in a preponderance of the projects, with 
the greatest portion of direct-expenditure subsidies that can as yet be 
Identified coming from FmHA. Ironically, after a decade of budget cuts 
for direct-expenditure housing programs, the clear need for subsidies 
for Credit projects contrasts with the possibility that unless fundamental 
Improvements are made to the Credit, direct expenditure subsidies will 
not be available In sufficient amounts to significantly increase Credit 
activity or change the character of the activity. 

Problems Ri^sultini? In Low Use of the Credit In lQft7 

The obvious questions, Mr. Chairman, are "Why this minimal level of 
use and why only these types of projects?" 

^ To some extent these results are due to the normal lag time in 
startlng-up a new program. As mentioned above, there was little 
programmatic guidance from the statute. Each state had to design its 
own program and developers had to become familiar with the complexity 
of It In addition, all the participants suffered from a lack of regulatory 
guidance from Treasury, guidance desperately needed to translate tax law 
terminology into housing terms and practices. For these reasons, 
allocating agencies were basically "flying blind." 

We are convinced that the poor performance In 1987 Is due to a 
host of reasons. While experience has been minimal, it has been 
sufficient enough to know that the pr:/gram faces problems in four 
specific areas: 
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administrative, procedural and programmatic complexities. 

• incentives for developer/sponsors and syndicators: 

• necessary income from rents: and. 

• the actual value of the credit. 

To participate in a low-income housing program, the public sector needs 
some fiexibilty to attain the-critical policy goals and the private sector- 
for-profit developers, non-profit sponsors and investors alike-require 
clear program parameters, financially sound projects and a good 
opportunity for a reasonable return on their investment. Without proper, 
and careful modification, neither the public or private sector has much 
confidence that this program will ever achieve Congress' expectations. 

We certainly do not have all the answers for you today. Instead, we 
have listed a number of the concerns being raised by our state agencies, 
organized them within the categories mentioned above and listed some 
potential options for consideration. It' is important to emphasize that 
these will largely be problems and .issues raised by the program's 
administrators. As a result, their focus will be more on the Credit's 
efficiency and workability, rather than its marketability or value to the 
corporate or individual investor. 

Administrative and Procednral Problems Persist 

In order to improve the administration of the Credit and to 
minmiize many of the program's complexities, immediate atf^ntion must 
be given to assuring a more responsive Treasury and to enacting the 
amendments in the Technical Corrections Act. 

Without Complete Treasury Regulations We Are "Flving Blind" 

First, administration at the federal level is a significant problem 
hindering the program's success. Treasury must treat the Low Income 
Housing Tax Credit program as a higher priority. The Credit has been 
described by many of our agencies as ari ov- -designed housing program 
being administered by a revenue-raising agency with little housing 
responsibility or expertise. Yet. every state agency and the program's 
success, is dependent upon regulations, clarifications and interpretations 
from the^ staff at Treasury. Every day new questions arise. Seldom is 
there a definitive answer; let alone, a timely one. One potential means of 
improving communications, understanding and expertise would be the 
formation of a working group, chaired by Treasury, to discuss Credit- 
related issues on a quarterly basis. Members would include staff from all 
appropriate federal agencies and several state hous.ng finance agencies 
NCSHA has recommended this approach several times without success 
Your assistance in convincing Treasury of its merit would be most helpful. 

To date. Treasury has twice issued temporary and proposed 
regulations. The first regulations were issued in June and clarified some 
of the issues of allocating agencies. NCSHA commented and tesUfied on 
those regulations and included requests for guidance in several other 
areas. In November, Treasury issued temporary and proposed regulations 
regarding eligibility for the acquisition credit for projects placed in 
service less than ten years ago. NCSHA has commented on those and will 
testify at tneir hearing on March 17th, While helpful, these regulaUons 
touched only the tip of the iceberg. There are innumerable additional 
basic issues that must be addressed including the following: 

• definitions of "placed in service" as it relates to various 
situations: 

• direction on establishing utility allowances to prevent 
inadvertently charging more than 30 percent of an individual's 
income for rent: 

• direction on reliable Income limit schedules: 

• definition of "occupancy:" 
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• definition of "available to the general public;" 

• definition of "retirement homes providing significant services 
other than housing:" 

• ability to use acquisition credit for projects held by a 501(c)(3) 
or a public agency: and 

• ability to use 1988 credit for projects placed in service in 1987 
for which a binding commitment was not Jcs"ed-in 1987 (This is 
an urgent issue that is especially important for New York as well 
as several other states). 

, • And the list could go on and on! 

Technical Correcrfons Needs to be Passed 

NCSHA wants to compliment you. Mr, Chairman, and other 
members of the Committee for the. leadership it has shown throughout 
Technical Corrections, going beyond the hon -controversial, "technical" 
aspects of the Credit program. It is a significant package of amendments 
and its enactment represents the next most logical and much-needed 
step to improving the Credit's effectiveness. This section will be followed 
by a forecast of 1988 activity. In attempting to obtain an estimate from 
our members, many needed to assume enactment for even an educated 
guess. To name a few of the major provisions that would greatly assist 
use of the program this year. H.R 2636, included: 

• setUng of the credit percentage at binding commitment: and 

• allowing federal housing program rent levels to supercede the 
Credit rent rec'iirement in federally assisted projects. 

The committee mark-up saw fit to add: 

• carryover of authority committed to specified projects that 
missed the December 31 placed in service deadline: 

• ability to use the higher of state or area median income: 

• family size adjustments not mandatory for changes in tenant 
family size due to certain occurrences (House Only): and 

• exceptions to the ten -year ownership rule (different in House 
and Senate versions both versions would be beneficial). 

On this latter matter, there are numerous issues affecting the 
Credit's viability as a tool for preserving the existing inventory of low- 
income mulUfamily developments. These will be discussed in detail at 
tomorrow's hearing on PreservaUon and Tax Policy. However, prior to 
any program improvements, there is a primary issue which must be 
addressed because of Its limiting nature. It is the universe of projects 
eligible for the acquisiUon credit. The waiver of the ten-year ownership 
requirement should be expanded to Include: 

• HUD/FmHA foreclosed projects: 

• federally assisted, uninsured housing finance agency financed 
projects: 

• projects in need of funds to forestall physical deterioration, even 
if not in financial distress: 

• developments in danger of conversion from low-income use: and 

• foreclosed or vacant uninhabitable properties that would be 
substantially rehabilitated for low-income use. 

Since Technical Corrections is being addressed, one additional 
point must be made. While NCSHA fully understands the need to offset 
revenues lost by program improvements, we would hope that some 
source other than a decrease in the credit cap could be found. First we 
are concerned about the precedent. Second, we are confident that with 
improvements the Credit can realize its full potential. 

Traditional T^w-lncom^ Housing D ftvftlopers arp Disinterested 
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Given success, or even significant progress, in addressing the 
above-mentioned problems, the result wiW be a more workable, easier 
understood and better administered program even \v?thout addressing 
any of the dlinculties being raised by the developers to our agencies. The 
Credit, as presently designed does not take jnto account some of the 
normal and practical aspects of housing development: thereby, 
discouraging spon,sors from participating. Most of our housing finance 
agencies had developed a very competitive multifamlly development 
program comprised of high quality developer/builders prior to. Tax 
Reform. One ciear impact of The Tax Reform Act of 1986 was to drive 
from low-incorhe housing this critical base of developer expertise. The 
low-income multifamily development, industry mirrowed multifamlly tax- 
exempt financings in their conspicuous absence last year. In order to 
begin to attract developers back to low-income housing, the Credit must 
respond to the difficulties inherent in producing low-income rental 
housing. 

The following changes represent some possibilities for 
Improvement: 

• allow carry-over of the credit to projects that miss the 
December 31 deadline: 

• set the applicabl:: percentage at binding commitment: 

• establish a yearly applicable percentage, rather than a floating 
rate: 

• provide a reasonable time after placed In service to establish 
eligible basis to account for seasonal work not completed: 

• allow eligibility of rental housing developments for special needs 
groups like the handicapped, homeless, and elderly with much- 
needed project based supportive services: 

• redefine allocations on a project-by-project basis rather than a 
building-by-building basis; and 

• clarify that an owner ic not subject to recapture a portion of the 
credit should a person's income in a single unit or 100 percent 
low-income project exceed the allowable 140 percent eligible 
income. 

At this juncture, it is important to emphasize NCSHA's and its 
member agencies' long term objective— to design a Credit program 
which will be fully utilized in every state. It is important because It is 
quite likely that if all the heretofore mentioned problems were 
addressed, the Credit sUll would fall short of this goal. Earlier, 
structural changes were mentioned as equally necessary. The critical 
ones address the fundamental issue of project feasibility. Income to the 
projects must be enhanced if the targettlng is to be achieved and the 
value of the credit must be increased. 

Income Streams In Credit Proierts are Ins ufficient 

Most of the 1987 experience suggests that deep rent subsidies are 
necessary. Given the scarcity- of this resource, project income streams 
need to be increased to a more feasible level and it can be done while still 
maintaining the targettlng and other important policy objectives. Several 
options include: 

• allowing use of the higher of state or median income: 

• eliminating the family size adjustment, in all or select instances, 
such as a 100 percent elderly development: 

• establishing a "fair market rent" by unit size: and/or 

• allowing federal and state housing program rental payment 
requirements to supercede Credit requirements in federally or 
state assisted buildings. 

The CreHit h a«t Insiifflrfpnt Value 
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Again 1987 experience dictates that the credit is not valuable 
enough to induce the real estate and investment community to 
parUcjpale actively. The impact of Tax Reform on tax incentives for low- 
income housing, severe federal cutbacks in the same area and the 
laudable policy tenets enunciated in the Credit program, have placed a 
tremendous burden on the Low Income Housing Tax Credit proffam It 
"^"w^^^/^..^ primary vehicle to produce low- and moderatl-income 
multifamily housing. To achieve this, and state agencies believe it can be 
done, structural changes to the value of the credit must be made to 
mcrease it. Changes which should be discussed, analyzed and 
considered include the following: 

• recognizing a higher present value to allow a higher applicable 
percentage; 

• allowing the credit agency to determine the applicable 
percentage on a project-by-project basis; 

• fbdng the applicable percentage at a lower level but applying it 
across the entire base and allowing an additional value on the 
low-income units; 

• allowing tax e.xempt nnanced projects to use a hifiher 
percentage; and, 

• -removing the provision which requires that federal assistance be 
subtracted from the eligible basis. 

As stated earlier, we do not have the answers to this fundamental issue or 
many others raised herein. The above is certainly not exhaustive* but we 
cannot stress the importance of improving value if the Credits potential 
is to ever be realized. 

Prognosti cations for IQfl^ 

No better indication of the breadth of the problems exists than the 
agencies' forecast for 1988. Last month, senior program staff in each 
state were asked to make an estimate for 1988 based on the expectaUon 
of early addiUonal regulaUons from Treasury and passage of Technical 
Corrections. Only 21 states felt allocaUons would exceed 50 percent. Of 
those, only 10 projected that they would reach 100 percent uUlIzaUon 
The typical estimate ranged from 20 percent upwards to 50 percent. 
Most importantly, uncertainty pervaded everyone's "guesses." It Is 
apparent from these estimates that no Credit "pipeline" Is emerging. Nor 
do the esUmates include the potenUal for use of credits with tax-exempt 
bo.nds which currently would be almost Impossible to guess. The 
specifics can be found In the previously-referenced table. "Low Income 
Housing Tax Credit AcUvity." 

An Approach for Dgyglopln^ an E ffective Credit Progtnm 

Thus far. I have attempted to set forth the need for the Low Income 
Housing Tax Credit and provide a detailed presentaUon of the Credit— Its 
performance and problems. The picture for the Immediate future does 
not meet the need, your expectations when originally passed or certainly 
our hopes. Yet. It Is not so dismal as to abandon the Credit. 

NCSHA strongly supports the Credit and Improvements to It. We 
often look back at the low-Income multifamily program In H.R. 3838 
which you crafted with an "only If v;e could go back to that" feeling. But 
the time and the pressing need forces all of us to look forward and make 
this program work. As we undertake this task. NCSHA remains 
committed to the policy goals set forth In the Credit. The targetting. 
rent-to-income ratios and similar provisions must be retained and form 
the basis for any other decisions. 

At the fear of being redundant, the goal of the state housing ftnance 
agencies is full uUlIzaUon of the Credit. Including a significant portion 
ftnaneed with tax-exempt bonds. The litany of problems require 
thoughtful consideration and a commitment to solving them. Mr. 
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Chairman, we know you are committed and we want to assure you of 
similar dedication on our part. Many excellent ideas and proposals will 
be forthcoming from today's witnesses. State agencies certainly have 
their share. 

Obviously, some answers are self-evident and. in fact, have been 
addressed in amendments to the Technical Corrections Act. However, as 
the difficulties become more and more one of structure, designing the 
correct solutions become more critical, and frankly more difficult. 
Balance between Important national tax and housing policies. 
Congressional control, flexibility and workability is a difficult one to 
strike. 

For these reasons. NCSHA cannot, at this time, provide you with 
the design of the "next generation" Credit program which will guarantee 
100 percent utilization. State agencies need more experience with the 
Credit. Delayed regulations and normal start-up time made 1987 an 
incomplete, if not unrepresentative, program year. While, we might all 
agree to certain improvements, the Credit must be designed in 
consensus with all participants . . . private and non-profit developers, 
syndicators, and state agencies ... to achieve our objective. 

Therefore, we are recommending that Congress create a Task 
Force representing the various interests. Meetings should be held on a 
regular basis during this year with one sole purpose ... to design a Credit 
program to Join the debate over sunset extension. The success of that 
campaign will largely be based on the level of confidence that low-income 
advocates and the balance of the public and private sector have that the 
Credit program will be a valuable tool in the future. If this can be 
accomplished, the Credit program will become as successful in providing 
rental housing opportunities for low-income Americans as any previous 
federal incentive. 
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LOW-INCOME HOUSING TAX CREDIT ACTIVrrf 
E«tfanmte« reported tit the NCSHATto Credit FTy-In. Ftabruayw 4-5. 1968 





Authority 




1937 ActlTity 




\aesTmamt 




1987 


AHoc. 9 


Alloc. % 


f Projects 








(milllont) 


(collllont) 








Alabama 


5.00 


1.600 


33 00% 


17 


0 60 


50% 


Alaska 


067 


0.500 


8 00% 


1 


000 


20% 


Arizona 


4.15 


O600 


14.00% 


4 


0.10 


80% 


Arkansas 


297 


0300 


11.00% 


7 


0.70 


60% 


California 


33.73 


5 300 


16.00% 


68 






Colorado 


4.08 


3 900 


97.00% 


28 


000 


100% 


Connecticut 


3.99 


1.300 


33.00% 


6 


1.40 


100% 


Delaware 






20.00% 


f 


040 


100% 


DC 


0.78 


0800 


97.00% 


5 


080 


100% 


Florida 


14 59 


1.300 


9.00% 


18 


350 


80% 


Georgia 


7.63 


1.500 


20.00% 


66 


1.50 


50% 


txawaii 


1.33 


0.000 


0.00% 


0 


004 


20% 


Idaho 


1.25 


0050 


4 00% 


3 


005 


80% 


Illinois {nonicruicj 


12.80 


0 300 


2.00% 


10 






Illinois (state) 


5 SO 


1 000 


1800% 


23 


0.50 


50% 


Indiana 


688 


0800 


1200% 


28 


1.40 


90% 


Iowa 


3.56 


0.500 


13 00% 


13 






Kansas 


3.08 


2.100 


68 00% 


15 






Kentucky 


4 66 


1.900 


41.00% 


83 


0 00 


75% 


Louisiana 


5 63 


1.400 


25 00% 


45 


1.00 


50% 


Maine- 


1.47 


0 200 


14 00% 


4 


020 


50% 


Maryland 


5.58 


1.100 


20.00% 


22 






Massachusetts 


1 1.17 


6200 


5500% 


24 


4.00 


100% 


Michigan 


11.43 


2.200 


1900% 


75 


060 


75% 


Minnesota 


527 


1.800 


34.00% 


30 


0.50 


40% 


Mississippi 


3 28 


0.700 


21.00% 


26 


0.20 


75% 


Missouri 


633 


1.900 




75 


4 00 


100% 


Montana 


1 C2 


0 600 


61.00% 


8 






Nebraska 


2.00 


0 300 


17.00% 


8 






Nevada 


1.20 


1.100 


90 Wfr> 


15 


060 


100% 


New Kampshire 


1.28 


1.900 


15.00% 


5 


030 


75% 


New Jersey 


9.50 


1.400 


15 00% 


10 


3 10 


100% 


NeW;* Mexico 


1.85 


1.000 


54.00% 


10 


1.00 


90% 


New York 


22.22 


2.500 


12.00% 


41 


560 


40% 


NYC 


3 90 


0.200 


4.00% 


1 


7.60 


100% 


Nortti Carolina 


7.91 


1.300 


16.00% 


76 


0.70 


50% 


North Dakota 


085 


0 002 


0 20% 


1 






Ohio 


13.44 


1.8(M 


13 00% 


80 






Oklahoma 


4.13 


2.400 


57.00% 


8 


1.60 


40% 


Oregon 


3 37 


0.300 


10.00% 


29 


2.20 


100% 


Pennsylvania 


14 66 


1.300 


900% 


63 


090 




Puerto Rico' 


4.09 


0000 




0 






* Rhode Island 


1.22 


0000 




0 


0 01 


80% 


South Carolina 


4.22 


0800 


18 00% 


19 


060 


50*& 


South Dakota 


089 


0.300 


32.00% 


11 


030 


50% 


Tennessee 


600 


0.900 


15 00% 


44 






Texas 


2085 


2.800 


14.00% 


78 


1.00 


40% 


Utah 


208 


0.400 


10.00% 


9 


0.10 




Vermont 


068 


0.100 


15 00% 


9 


020 


50% 


Virgin Islands 


0.14 


0.000 




0 






Virginia 


7.23 


0.700 


10 00% 


12 


0.40 


50% 


Washington 


558 


1.500 


2800% 


16 






West Virginia 


240 


0.700 


27.00% 


16 




50% 


WIfcor.sin 


598 


1.200 


20.00% 


24 


aoo 


75% 


Wyoming 


0.63 


aolo 


2.00% 


1 


aso 


50% 


Total 


317.21 


64.962 


20.48% 


1.296 







* inchides tpecUI authority ($a9 million each) cnnted in addition to per caplU authority 
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Chairman Rangel. Thank you, Mr. Duvemay, and I want to 
thank you for the contributions you and vour agency has made to 
get us where we are, and we look forward to your input and work- 
ing together with the coalition to see whether we can make this 
thmg really work. I want to thank you publicly. 

Mr. DuvixNAY. Themk you. 

Chairman Rangel. The Chair looks forward to hearing the testi- 
mony of Mr. Biderman of New York. 

STATEMENT OF ABRAHAM BIDERMAN, CHAIRMAN, NEW YORK 
CITY HOUSING DEVELOPMENT CORP., AND COMMISSIONER, 
NEW YORK CITY DEPARTMENT OF HOUSING PRESERVATION 
AND DEVELOPMENT, ACCOMPANIED BY JAMES YASSER, 
PRESIDENT, NEW YORK CITY HOUSING DEVELOPMENT CORP. 

Mr. BmERMAK. My name is Abraham Biderman, and I am the 
commissioner of the department of housing preservation and devel- 
opment; l am also the chairman of the Housing Development Coip. 
And with me is Jim Yasser, who is the pr^ident of the Housing 
Development Corp. . ^ 

Before I start my formal remarks, I want to react to some of the 
stat- nients that were made in the prior panel. The Federal officifiQs 
who were here said they didn't see any changes necessary in this 
program and they felt it was fiilly consistent with the overall hous- 
ing objectives of the administration. I would say that's probably 
true. The fact that they are blind to the problems that they have 
created in the housing market in the city is also reflected in their 
optimism that this credit is working as it should be. If they think 
there is no housing crisis, we should invite them jointly to come to 
New York and it will be an eye-opening experience for them. 

Before I get into the housing tax credit, I want to speak to a 
number of issues that have been raised by some of my colleagues 
as well as some that have not. First of all, the mortgage revenue 
bonds. We, too, support the extension of that program— that's criti- 
cal. Biit New York being unique as it is in so many respects, the 
housing and income limitations have to be changed for areas like 
New York to make the program work. We have some very sr "<»ss- 
ful projects, some of which I know you are personally fauuiliar 
with, such as Towers in the Park, where the people who we are tar- 
geting are not eligible for Sonnie Mae mortgages because their in- 
comes are over the limit and the project cost doesn't support people 
wit^h lower incomes. We have to have some allowance for people 
who are/^oing into subsidized developments, such as Towers in the 
Park, to be able to qualify for tax-exempt Sonnie Mae mortgages. 

We also need some broader changes in the tax-exempt bond pro- 
gram £U9 they are related to both general obligation bonds in gener- 
al and special housing bonds. We need to eliminate some of the re- 
strictions that were put on general obligation bonds which make it 
virtually impossible to finance housing construction with general 
obligation bonds, as well as to take housing bonds out from under 
the cap so that we can begin once again to use tax-exempt financ- 
ing effectively as a very important resource, and a cheap one for 
the Treasury— but it's being stymied by some of the unintended ef- 
fects of the Tax Reform Act. 

1 I O 
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With respect to the low-income tax credit, we have been utilizing 
that credit, or attempting to, probably in a much more significant 
way than any other local government, probably any other State, in 
the country. We have, as you know, several major programs that 
we have put into place with some of the national groups that are 
workmg with this credit— the Enterprise Foundation and LISC, 
which is the Local Initiatives Support Corp. Between these two 
groups and our initiatives, and working with the nonprofit sector 
primarily, we hope to create approximately 2,000 housing units 
using the low-income tax credit. I think that's probably more than 
any other local government. 

However, that doesn't mean we think that the credit is as effi- 
cient or as effective as it should be, as I know that you wanted it to 
be when you originally proposed it. The truth is that in itself the 
credit just doesn't provide enough of an incentive to build housing, 
and it s only in conjunction with m^jor subsidies by the city of New 
York itself that we are making these projects come together: in 
some cases jointly with the State of New York as well. 

There are a number of specific problems which I would like to 
address and then offer some solutions, some of which are consistent 
with solutions that have been offered by some of the other mem- 
bers of the panel. 

First, tenant incomes are too severely limited. As you know, the 
housing has to be occupied by j^eople below 60 percent of median to 
be eligible for the credit. The numbers in New York make it impos- 
sible for us to maintain a low-income unit for less than about ^00 
a month. That essentially means that the people who are eligible 
for this credit, and the rents that we are allowed to charge pursu- 
ant to this program— means that their entire rental money must 
be used just to meet ongomg maintenance costs, and there are no 
funds available for debt service. Therefore the entire cost of con- 
struction of the unit must be paid for from other sources. There 
isn't enough money in the credit to do that so that unless one finds 
somebody who is willing to underwrite the full cost of construction 
of a unit, which is very high in New York— even for a rehabilitated 
unit, it runs about $75,000— you are left with a situation where the 
credit doesn't work for the incomes that people have. 

Now, there are many solutions, part of which is enhancing the 
credit, but one of them I believe has to be, in high-cost areas, in- 
creasing the targeted population to perhaps up to 75 percent of 
median so that people can afford to use the credit. In New York 
City, a single parent making as little as $15,000 a year, would be 
ineligible to live m housing created under the credit. 

Now, how niuch does the credit actually provide in the way of 
assistance? Originally the estimates were that on a present-value 
basis it would provide 70 percent. That would be not quite all we 
need, because we really need 100 percent— but it would be very sig- 
nificant. Unfortunately, we have learned from our experience in 
using the credit that that is not the case. By structuring our LISC 
and Enterprise projects, we have some very hard facts, and they do 
not bode well for the effectiveness of this credit on itL own without 
some enhancements. 

What we have found is that the credit essentially generates 
equity in a unit of about $25,000 a unit. That is about one-third of 
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the cost of developing that unit. The way we were able to provide 
the additional subsidy, make the unit work, ^is for the city to con- 
tribute approximately $50,000. 

There are a number of reasons why the credit is notras efficient 
or as cost-effective as it could be. One is that the credit, be?:ause of 
the restrictions on passive income, is essentially only available for 
corporations. People therefore take a credit and discount it heavily 

^because we are marketing it to a verj' select group arid" a very 

^small population. 

It^s very important, if housing is to be subsidized and assisted by 
the Federal Government, if not through direct subsidy, as it should 
be, at least through the tax credit, that the credit be then usable 
for everybody, so that everybody can use and that will increase ife 

.marketability. That would mean that the credit should be available 
without restriction for all people, to offset both passive .and active 
income. This way the credit would not be as heavily discounted as 
it is being today. 

We also need a credit that is deeper. The credit is set at approxi- 
mately 70 p3rcent of the present value of the construction costs. I 
believe we nave to set the credit at 100 percent of the present value 
of those costs if it is going to be on its own an effective resource for 
creating housing. 

Finally, we have to look at and have an ac^ustment for the dif- 
ferentials in costs in different parts of the country. The relation- 
ship between median income and median housing costs in New 
York and median construction costs in New York are such that 
people with median income unfortunately cannot afford housing 
built with median construction costs. 

We are suggesting that, again, rather than be targeted to 50 per- 
cent of the median, the program be targeted to 70 percent of the 
area median. I know that Senator D'Amato's Advisory Pan^l on Af- 
fordable Housing has come with a similar recommendation. 

Fourth, we have to extend the program. For something to be put 
in servi'lie by the end of 1989 it has to really go into construction 
immediately. With developers looking out and not peeing the pro- 
gram assured, they are losing interest, because the time frame for 
constructing in New York is longer than ansrwhere else, particular- 
ly where in addition to Federal subsidies you are also dealing with 
local subsidies that require extensive approval processes. We are 
near the point where without, some knowledge that the program 
will be extended, no further interest in the program will be evi- 
denced because it will be almost impossible to get units placed in 
service by the time frame that is called for. 

In addition to which, of course, I reurge, as does everybody else, 
the quick passage of the technical corrections act. A very impor- 
tant feature of that act that is critical in New York as well, are the 
carry-forward provisions of the act, and the protection for owners 
where there is a change in the family structure of people who are 
already living m occupied units. 

We also support expanding the credit so that it is available 
across the boani, not just to the low-income units, but also to an 
entire project that has low-income in it, at a lower level, so that we 
can have broader economic integration in the projects that are sup- 
ported by the credit. Right now the projects that we are financing 
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through this credit through LISC and Enterprise are going to be 

Sffif'^l^u** P^P^^ '"^f ^20,000 a year, and wi think 
Its better to have a program fhat encourages a better housing mix 
in terms of income. 

I know that you, probably more than any other Member, are con- 
f^!!! „u^^"* doing something for housing-and obviously it's 
Jrough your efforts that we have gotten this credit through. But I 
think Its important that if it is going to become effective *.hat we 
make It work as a self-susteining mechanism, so that it payi ,100 
percent of the cc«t, that it become more efficient so that we don't 
'^'jste any of it-because that is truly benefiting nobody~so that it 
cyers 100 percent rather than one-third of the cost, as it does now 

I want to thank you for the opportunity. This is my first opportu- 
nity as Commissioner to testify before any congressional panel on 

?nS- P^«l' ei^en your strong 

interest. I thmk nobody has to tell you about the housing problems 
that we have certainly m New York, and this credit can be an ef- 
fective tool. We need other tools. We will probably have to wait for 
a new administration before we get them. 

But this tool is at least an interim step before we can come back 
to direct subsidies for housing. 

Thank you very much. 

[The statement of Mr. Biderman follows:] 
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Ttatinony of Abraham Biderman 

Commissioner 
The City of New York 
Department of Houslnf Preservation and Development 



I would like to thank Chair aan Ram el and the other members of 
the Committee for offerinf ae the opportunity to Ustlfy here todey« 
While my testimony will focus on the Low Income Housing Tax Credlti I 
would also like to discuss some other areas wlthi.) the Jurisdiction of 
the Ways snd Meene Committee where your eeeieUnce li crucial if we 
are to be nble to onoe afaln etlmulate the production and preservation 
of decent and affordable houslnf. 

If there ie one thlnf we have learned In the City of New York, it 
is that there'is no ainfle answsr to our housinf problems. We need 
direct assistance from all levele of f overnment but eepecially the 
Federal Government — to aupport the construction and rehabilitation of 
low and moderate income houelnfi and we eleo need a tax code which 
will provide incentivee to ensure that the private sector once again 
becomes involved in the production of affordable housinf* 

Unfortunatelyi the Federal Government has been retreatinf from 
its long standini leadership role In all of these areas. Direct support 
for new conetructlon and rehabillUtlon prof rams such as Section 8 and 
Public Housinf has almost vanished. RenUl aubsidiei have been 
converted from 15 rear oblifatidns to five year oommltments throufh the 
introduction of the voucher profram, and the bulk of the tax incentives 
for the production of low and moderate income housinf have been 
eliminated with the passage of the Tax Reform Act of 1986 (TRA)« 

This is not to aay that there have not been eome positive 
developraente which we can build on, The Low Income Housinf Tax 
Credit can be an important component of an overall tax policy which will 
eupport increased Invaetment in housinf, And while the credit will need 
to be strengthened before It can be truly effectlvei I believe it Is 
essential that we support ite continuation. However, the tax credit ie 
not the sole solution to our housinf problems, and it must not be the 
only tax Incentive available In our effort to eolve thoee problems. 

Cities like New York have tredltionally been able to iesue Ux 
exempt, so called Oener^ Oblifatlon, bonds for a ranfs of "public 
purposes" including the development of assisted housinf projects, 
UnfortunaUly, the TRA has UmiUd the issuance of these bonds to 
projects which are actually fovernmenuUy owned. It is inconceivable to 
me that the Federal Government would not want to support locaUtles who 
are wllllnf to contribute their own funds in the form of f rants or low 
Intereet loans to facilitate the production and rehabillUtlon of low and 
moderate income housinf. Again, these are not luxury projects; in fact, 
in New York City we limit both the rents that an owner may charf e and 
the rate of return that he may receivei in order to assure the project's 
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lonf t«rm affordablUty* t urf e thl« commlttte to reexkrolna the rules 
and limlUtlont on General ObUfation Bondsi eo that valuable projecis 
financed with direct City oontributlone can once again take advantage of 
tax exempt borrowing* 

Agalni while the reinetltutlon of tax exempt G.O* Bonde for public 
purpoee:houelng projecti ie eeeential, it le not eufflclent* t aleo urge 
Congrete to reviva and etrengthen the exletlng "private purpoee" tax 
exempt bond programe for houelng* The Mortgage Revenue Bond 
Progratt) for inetancei hae been a particularly valuable tool in raleing 
private capital to finance loane for flret Uae hoaebuyers who are 
purchaelng aodeetly priced homee« Eoweveri the TRA placed a two year 
euneet on Mortgage Revenue Bonde, creating a faeling of uncertainty 
about the program. It also impeeed new Income lirolte on proepectiva 
homebuyera which have Mada the program extremely difficult to use in 
areae with high building coata and low medlen inconee^ 

In Kew York City for exampUi a family at the maximum allowable 
incomei which has Juet been raised to I37|260| can only afford a home 
coetlng;about 1108,000. At the sams tlmsi the average purchaee price 
for an exletlng home in our area le approximately 9140)000. Ae e reeult, 
many moderate Income faalliea who could make uee of the program to 
purchaee modeetly priced honee In the range of $105,000 to 1X25,000 will 
be ruled Income ineligible. Kven some of the farolUee who are 
purchaelng' units in the moderate Income projects eubeldlsed by the 
City« euoh ae th* **Towors in ths Psrk** project locstsd in Hsrlsm will be 
unsble to qualify for low ooet mortgagee under ths nsw income limits. 

On the other hanvl, thoee famlllee who do qualify will almoet 
certainly be unable to find a home within their meane. Ve urge the 
Congreee to renew Ite commitment to homsownerehlp by extending the 
MRB program ae well ae amending it to eneure that families who meet 
the eligibility etandarde can actually afford the homes :*hlch are 
available. 

It le aleo eesentlal (hat we revive the multlfamlly, tax exempt bond 
program. Thle programi which until recently genersted thouaande of 
unite of new houelng sach year in the City, hae now been leaden with 
so many burdsnsome reetrlctlone that it le no longer feaeible. 

Obvlouely, thoee of ue in government can not elnglehandedly build 
enough houelng to meet the tremendoue need for ehelter. The 
mulUfamily bond program hae proven thet it can etimulate the private 
eector to build low and moderate Income houelng In subetantial numbere, 
but we must reexamine the current structurs of this program If we are 
ever going to rekindle the intereet of private builder e through oi/t the 
country. In partlculari we need to remove the program from the overall 
cap on private purpose bonding and to amend the overly reetrlctlve 
rule a regas'ding continuing eligibility of low Income tenante ae well ae 
the extremely low Income levels required to qualify initially. 
Unfortunately I don't have time to go Into theee leeues in mors detail 
hertt today* but Z have included eome of the baeic change a we are 
advocating in my writtan etatement. 
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I have Ulktd « irMt dtd about the need to trur the production 
of new houeinf unit** but it le equally impcrUnt that wt protect and 
preserve the affordable bousing wt already h/^v*. Much of th« low cost 
houving In N»w York today wa» buttt or rencvaUd through ono of th« 
now defunct HXJD production proframei Inoiudinl Soclion 221(d)(9)i 
Section 236. and Section 8 Kew Conetruotlov) and SubeUntUl 
JdehabiUUtion. UnfortunaUly, a food portion of thie etock ie now — or 
eoon will be ^ in da^er of being convr^rted from low income housing to 
market rate uaee^ as the tO year reetri<;tione on laortgagee prepayment 
•xpirei and ownere are allowed to **opt out" of any ''Uee reetricUona" 
which have applied to their property* 

In Kew Yorlc City, we are aleo facing this eane **opt out*" ieeue 
with respect to our City and SUU eupported MitcbeU-Uma projects. In 
reeponeef the Mayor and the Governor have eubmitted legielation which 
would preeerve theee projects as resourcee for moderate income families 
for at least another fifteen yeare. I know that Chairman Ilangel hae 
eponeored legislation which addreeeee the preeeing problem of mortgage 
prepayment on aseisUd proJecUf anf appUiud and eupport hie 
initieUve in thia area. X believe it U xmporUnt that we uae the tax 
code to providing eome sort of economic incentive for ownere to 
continue to uae their properties to eerve thoee moet in need* 

I would like to spend the remainder of my time Ulking about the 
Low Income Tax Credit itaelf* The City of New York hae labored 
arduouely to utiUte thie credit to the fulleet extent possible. And I 
h#»lf^^ve thftl the programe we havo dovolopod in oonjunetisn with the 
tocal Initlativee Support Corporation (LISC) and the Enterprise 
Foundation will be among the moet innovative and most successful in the 
country* These projecte will serve to transform vacant shelle into 
dec«nt, aafet and sanitarr housing for 100% low income familiee. 

In addition, va have used the epecial credit allocation received by 
the Kew York. City Housing Development Corporation to eupport a number 
of our assisted projects yhlch wsre stalled in the development phaee 
due to the elimination of the preexisting tax incentives including 
aceeleraUd depreciation* Vhile the credit has not complete!/ repleced 
ih'j benefite which developere had predicated their projecte on, it hae 
enabled us to save thousande of units of valuable houeing which would 
have been lost. Finallyi «ra are also using the acquioltion credit to 
reii* •quity for th« puroh«»» and renovation of 81lO prop»rti«e to b« 
ueed by the homeless* 

But the plain truth le; the credit is just not deep enough to 
atimulate low Income houaing by iteelf, and unfortunaUly the City 
cannot afford to continue contributing auch an enormous portion of the 
total project cost. 

Perhape the biggest obsUcle to developing effective projecte 
which can utillte the new tax credit Is the fact that Unante' Incomee — 
and consequently building revenuee genereUd through rental chargee 
- are eo severely HmiUd. As you know, only housing which is occupied 
by fsmllles with Inoomss at or below 60X of median Is eligible for the 
cr»dlt. In New York City, €0X of medUn income for a family of four was 




onl7 r«eei\U7 ralMd to $19»400» p«rmlttinff ui to eitablith renU ringing 
from $300-436 « month (excluding utiUtiM) for 1-4 p«r«on houMholdi» 
and thia •■■umitf . that w« chooaa to eatabUah the maximum permiaalble 
rent* Howavary liinca moat tananta In the qualified low income units 
would antually Va aomawhere below the aiaximum incoroe» they would be 
forced to pmy mora than 30% of their income for rent* Aa ■ matter of 
policyi howevar» va hava choaen to provide a range of affordable rents 
for tananta earning leaa than the maximum incomat and > therefore we 
have astabliahad rente lower than the amounte atatad above* 

At the aame timei the coat of aimply maintaining a low-income 
houaing unit in New York City ia approximately taOO^month and that ia 
excluding rati aetata tax* In ihort» the maximum rent allowed by credit 
rulea la virtually the aame aa the minimum rent i^tceaaary Just to 
maintain the unit* In other worda» thaf«N^ia not much room for theae 
projects to pay debt aervice on the coat cii\acquiring .the property to 
be developadt let alone the cost of renovating it* 

Thia bleak reality highlighta the central problem in uaing a credit 
targeted, oxcluaively to^auch low income reciptenta* If it ia going to 
work all by iUalf - aa it waa originally intended to it muat generate 
enough equity to cover all or virtually all of the development coats* 

Another inherent problem in the extremely tight income limite 
required by the credit program, ia the fact that many truly deaerving 
familiea.and ainglaa with low incomea can not qualify to live in the low 
Income uni^* In New York City for Inatancai a family conaiating of a 
mother and her child earning aa little aa tlfiidOD a yeiir or $300 a 
week — would be ineligible* 

Over^ the paat ftveral montha» we have attempted to craft credit 
protframa which can overcome aa many of the inherent 
problema/Umitationa of the credit aa poaaible* From the very beginning 
of thia proceaP» it vaa apparent to ua that the standard credit could 
not^be "aelf-aufficient*** In fact« even the moat optimiatic eatimatea 
proJacVl that it would be worth only 70X of the development coata. 
And Float experta expected that' once ay ndica tad* the credit would 
actually yield much lesa^than the estimated 70X of development coats* 
Aa m reeult» we pledged to bolster the credit with a ssrles of dirsct City 
contributions* In our LISC and Enterprise projacta we: 

* contribute .vae«;nt "in rem*" propertiea of no coat, 

* abate all real aatata twaa for up to 32 yaarai and 
provide direct finan'.ing in the form of 1% loan for 
whatever portion r^r the conatruction coat vaa not 
covered by the equity contribution ralaed through 
ayndicatk>n* 

We have now struetursd our first USC and Enterpriae projecta, 
and X am able to provide you with aome hard facta about the 
effectiveness of the credit as a tool in raiaing equity* Unfortunately, 
theae facta do not bode well for the productton of affordable houaing in 
aubatantlal numbera* 
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Deapite'the concirUd efforts of LISC and Enterprise to realize a 
premium price for thelMle«cf the cre|)it, only^ about $25|000 per unit <or 
approximately X/S of the total davalo^ment coat) waa raised. In effect, 
the bulk of the credit waa **waated**, aa inveatora aeverely diacountad 
Ita value. Aa a reaulti the city waa forced to contribute up to 150,000 
per unit aa a direct IX loan to make theae projecta viable. In ahort, an 
already Inadequate maaaura waa made more inadequate* 

WhUe a number of featurea have contributed to the devaluation of 
the credit* I beliava the primary reason ia that it ia reatricted to an 
extremely limited ranf a of inveetors* Due to the extremely tight 
raatrictiona on use of the credit by individualei corporate purchaaera 
have become the only re^ market for purcbaae of the credit. 
Unfortunately^ corporations are extremely unfamiliar with low-income 
houaing aa an inveetment and are demanding high returne for inveeting 
in auch propertiaa* 

Given the coetly eyndication and legal faea involved in putting 
theae complicated transactiona togethetr it is not surprising that very 
little of the coat of the low-income project can be raissd by marketing 
the credit. And while this newa is not aurprlslng, it is certainly 
discouraging for thoaa of ua in City government who muat etruggla to 
raise the additional raaourcea needed to make thaee projecte work. 

I would like to closa my testimony br outlining what I believe are 
the necaasary atepa to atrangthan the credit ao that it can become s 
truly workable program* Firat, the amount of Tax Credit which can ba 
allocated to a project muat be Increaaed* The credit ahould ba deep 
enough to encourage davelopera to participate without large 
contributiona from State and Local Qovarnmenta. Aa a starting point, I 
urge the Committee to set the level of the credit to equal to 100% of the 
total development coata (on a praaant value baaia) for all low income 
units* In addition« the credit must be flexible enough to encourage the 
development of mixed Income projects* Our experience in the Public 
Housing Program and our own asaiated projecta haa bean that this 
mixture is often conducive to the beat living environmanta and the long 
term health of the project. The currant ayataa virtually penalizea 
projects for attempting to-bHng about thia balance* 

Secondi the Congraaa should ensure that the value of the credit 
is not loat through a devaluation on the market. In particular, the llat 
of eligible purchaaera of the Tax Credita muat be expanded. Income 
limita for individual uaars of Tax Credita ahould be aubatantially raisedr 
if not eliminated. The maximum amount of Tax Credit which sn 
individual can claim againat active income ahould be raiaed from the 
currant limit of approximaUly $7»000 a year* Together« theae changea 
would make syndicatlona which are compriaad of individuala a 
posaibility. Since there ia a cap on the amount of credit which can be 
conferred in each aUte, these adjuatmenta would not coat the Federal 
Treasury any money » and they can ba accompliahad while a till anauring 
that individuals do not usa the Low-Income Rousing Tax Credit to avoid 
Paying Federal income taxea* 
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Third, w« btUavi that cartain Hexibility muat bo provided in 
determining Income elifibUlty for high coet/low median income sreae, 
particularly if Congreee in unwUMnf to provide for deeper lubeidiee on 
a project beiie. It Je almply not feasible in New York City, where the 
coat of conetruction ia 50X higher than the madian national coet, to 
produce houeinf for tenants at 50% and 60X of median with out maeeive 
local eubeidiea. Ve recommend a ayitem that allowa for an upward 
adjuitment of the maximum income limit for the low income unite in thoae 
areaa where conetruction coeta are eif nlficantly higher or median 
incoraaa aigniffcantly lowers Thie formula would be cappad ao that no 
low income tenanto could ba admitted with incomaa over 75% of area 
median. A eimiliar concept hae been developed, and ekplained in some 
deUil by Senator D'Amato'e Adviaory Panel on Affordable fioueing. 

Fourth, the auneet on the Tax Credit program muet be extended 
thia year if we are to be able to begin to plan future projects relying 
on the Credit now. This action would have a revenue impact. However, 
failing to provide incentives for the production of low-income houeing 
11 u V^*" l»P*ct on our economic health and our national eenas of 
well being. It ie no accident that multifamlly housing etarte in January 
1988 were at their lowest level in over five yeare. The diamantUng of 
tax incentives fo- the production of houalng hae had a chilling effect on 
the Isvsl of development. Nor ia It mere coincidence. that the number of 
homelese Americana continuea to grow, despite Increased commitments by 
local and sUta governments, given the Federal Govsrnmsnt'a virtual 
withdrawal over the laet decade from the effort to provide decent, safe 
and sanitary houalng for all Americana. 

I realize that' aome of theae recommendatlone are algnif leant 
changos in policy and will not be accomplished easily or quickly. 
However, there la much that can and should be done almost immediately. 
In particular. Congress mutt move quickly to adopt the Technical 
Corrections which were not Included In the 1987 Tax Act. The Technical 
Correctiona bill which waa aubmittsd laat year conUina a number of 
important provlelone, but a few are worth special mention. First, the 
bill would allow the Credit to be ^^carrlad forward'* into the next year 
for projacta which undergo unforeseen problems and are consequently 
not placed in service as soon as plannsd. Sscond, the bill would 
provide protection for owners who currently stand to lose rental 
ravenuea whan families occupying low Income unite decrease In elze. 
Thete and other important technical correctiona are addressed in more 
detail in the written statement submitted by the New York Ciiy ^uvUi^ " 
Development Corporation. 

Again, thank you for offering me the opportunity to testify here today. 
I appreciate your concern for the problema we face in New York, and I 
hope that you will strongly consider my suggestions as you begin the 
proceis of reviulng.and atrsngthaning the existing incentivee for the 
production and preservation of affordable housing. 
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STATEMENT OF THE NEW YORK CITY HOUSING DEVELOPMENT CORPORATION 



This statement on the low- income housing credit 
(•"low-income credit") is made on behalf of the New York City 
Housing- Development Corporation ("HDC") by Kyllikki Kuscna of 
Brovnstein Zeidman and Schoner (Washington* D.C). HDC serves 
as the housing finance agency for New York City and is involved 
with the development of new housing. 

Behind good motives to initiate tax reform the Tax Reform 
Act of 1986 (the "Act") dismantled the tax incentives that had 
played a crucial role in the production of low-inco»e housing. 
The changes to the depreciation schedules combined with the 
lowering of the overall tax rates* and provisions which 
required construction period interest and real estate taxes to 
be capitalized and depreciated over 27.5 years* reduced the 
value of tax- losses critical to the production of lowrincome 
housing. 

Not only did the Act eliminate most tax incentives for 
investment in low-income housing* it also eliminated the 
ability of most investors to utilize the remaining tax benefits 
through enactment of the "passive loss" provisions. Under the 
passive loss rules* tax losses generated by ownership of 
low-income rental housing nay no longer be utilized to offset 
either, active or portfolio income. As low-income housing does 
not generate -passive" income* even the reduced benefits have 
been rendered virtually useless. 

The task and the cbst.of housing is one which cannot be 
borne by the states and localities alone. This fact clearly 
was recognized by the Congress in connection with the adoption 
of the Act in at least one respect. While the devastating 
impact on rental housing was clearly felt in the context of 
changes to the laws relating to the treatment of passive losses 
and the extension of depreciation with respect to rental 
property* the adoption of the low-income credit signaled a 
continuing Federal concern and consnitment to housing of 
low-income Americans. For the low-income credit to be truly an 
incentive for the construction o£ low-income housing* certain 
amendments are crucial. The remainder of this statement 
analyzes these changes. 

There are many important changes included in -the Technical 
Corrections Act passed by the House of Representatives last 
year (the "House Bill") which are critical to the effective use 
of the low income credit. Those changes should be adopted at 
the earliest possible time. 



LOW IKCaME CREDIT 



I. CARRY-OVER 
A. Special Allocation 

Under the Act* HDC received an allocation of additional 
low-income credits equal to the following amounts: 

1987 $3*900*000 

1988 $7*600*000 

1989 $1*300*000 

The absence of procedural information and the inability of 
housing credit agencies to make credit allocations to a project 
prior to the calendar year in which the project is placed in 
service made it impossible for HDC to allocate all of its 1987 
credit apportionment. In fact* as a result of the problems 
associated with allocating the credit* HDC was able to allocate 
only $170*000 of its $3*900*000 special apportionment 
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for 1987. Housing credit agencies may not carry forward 
unallocated credit authority to the following year* except in 
the case of authority not used in 1989. If HDC is not given 
special legislative relief, $3,730,000 ("excess amount**) worth 
of low-incoae credits frons 1987 will not be allocated to 
low-income projects. HDC requests special legislative relief 
that permits unallocated amounts from 1987 to be carried over 
to 1988 or 1989 as needed and to carry over to 1989 any amounts 
that could not be allocated in 1986. With the passage of this 
special legislation, developers will have an additional 
incentive to construct the low-income housing that Nev York 
needs. 

The House Bill would have permitted the carry-over. 
B. General 

Section 42(h)(6)(B) of the Internal Revenue Code of 1986, 
as amended ("Code**), which provides that unused credit 
allocation cannot be carried over to any other year, roust be 
amended. The inability to carry over credit creates 
uncertainty for both state housing agencies and project 
developers. Housing agencies have a lisaited anoimt of 
low-incoce credit which they can allocate in any one year. In 
making the allocation, they have several concerns: they do not 
want to over- or under- allocate the credit for a year and they 
want assurances that projects preliminarily allocated the 
credit are worthy and will be placed in service during the 
year. Because of delays inherent in any construction project* 
there is no assurance that a project will actually be placed in 
service for the year the agency contercplates allocating the 
credit. Planning is disrupted. Permitting carry-overs of 
credit will facilitate planning and insure that worthy projects 
are allocated, and actually receive, the low-income credit. 

Planning considerations are equally applicable in the 
case of specific projects. The allocating agency should be 
permitted to carry over any credit it reserved with respect to 
a specific low-income project. 

The House Bill would have permitted states to carryover 
unused credit for specified buildings, effective in 1988; but 
it reduces the state credit allocation from $1.25 to $1.10 per 
capita in 1988 and 1989. The bill passed by the Senate Finance 
Conroittee (the "Finance Committee Bill") had no legislative 
provision but Committee Report language (Revenue Provisions. 
Part 2.I.C.2,) provided guidance to Treasury in granting 
carryover waivers under the original Technical Corrections 
Bill's provisions. 



II. DEEP-RENT SKEWED PROJECTS 
A. Amend 3-1 Ratio 

Projects that elect to satisfy stricter standards may 
take advantage of a special rent-skewing rule that permits 
incomes of current tenants to increase to a higher level than 
under the general rule before nonco.'npliance is deemed to occur 
and looks only to the low-income units to cure noncompliance 
In order to qualify for the deep-rent skewing exception the 
average rent charged to tenants in the rental units which are 
not low-income units must be at least 3001 of the average rent 
charged to low-income tenants for comparable units. This ratio 
simply does not exiit in most of the projects. For the 
deep-rent skewing rules to be more workable, the "3 to I " 
market rate to low-income rent ratio must be reduced to "2 to 
1." very few, if any, projects can meet the "3 to l" test. 
For projects which fail to meet the •*3-l*' rent-skewing 
requirements, the potential loss of income which would be 
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required through the conversion o£ market rate apartments to 
lovincome units would be so great as to make it impossible for 
owners to meet their financial obligations over time. Reducing 
the rent skewing ratio to "2 to 1" will eliminate this risk for 
such projects. 

B. State or Local Assistance 

Code section 142(d)(4)(B) sets forth requirements that a 
project must satisfy to qualify as a deep-rent skewed project. 
Under Code section- 142(d) ( 4) (B)(iii), the average ren*- ...arged 
for units not occupied by low- income tenants ("market rate 
units") must be at least three times the gross rent charged for 
low-income units. 

Some projects receive state or local assistance with 
respect to the entire building and they may not satisfy the 3-1 
rent ratio simply because rents for all units are reduced by 
such state or local assistance. We do not believe that state 
or local governmental assistance given to a project should be a 
factor in determining rents for market rate units for purposes 
of the 3-1 rent ratio test. Instead, the test should compare 
the rent charged for low-income units with the rent that would 
be charged for the market rate units in the absence of state or 
local assistance. 

In the absence of state or local assistance* the projects 
we. are concerned with would have satisfied the 3-1 rent ratio 
test since the market rate^ units would have been rented at 
significantly increased rents in order to meet the project's 
debt service requirement and pperating expenses. These 
projects should not be penalized for Federal income tax 
purposes merely because a state or local government provides 
assistance to create or preserve middle income housing along 
with low- income housing. 

It is important to remember the context which gave rise 
to the rent-skewing rules. In high cost/low median income 
areas rents must be skewed in order to shift project costs to 
the market rate units and to reduce the burden on low- income 
tenants. When owners are, required to convert market rate imits 
into low income units at low income rents* the conversion has a 
severe _ impact on a project's economic viability. In 
recognition of this impact and to ensure the continued economic 
well-being of the project, the deep-rent skewing provisions 
were enacted* 

These considerations are present regardless of whether a 
project receives state or local assistance. A project must 
produce enough income to meet its expenses. If a market rate 
unit is converted into a low-income unit, the project will 
receive .less rents and even tally may not be able to meet its 
debt service and expenses, .be local assistance does not 
mitigate this impact. The local assistance merely makes the 
non- low- income units in a high cost/low median income area more 
affordable enabling tenants other than the very wealthy to rent 
units in high cost areas, ihe tax laws should not be drafted 
to favor projects mixing low-income and .'^ry wealthy tenants to 
the detriment of those mixing low-income tenants with middle 
class tenants. 

The language set forth below defines the terra "average 
rent" with respect to market rate units and is. we believe, 
consistent with the spirit of the provisions. 



In projects which have received or are receiving 
financial assistance under state or local programs, 
the "average rent** charged to individuals not 
described in clause (i) or (ii) of Code section 
142(d)(4)(B) shall be the actual rent charged for 
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such units plus the amount by which the rent would 
have had to be increased i£ there had been no such . 
state or' local assistance. 

C. Section 8 Payments 

Under the section 8 program, a tenant. pays 30% o£ his or 
her income, determined under the rules for Section 8, and HUD 
provides an additional subsidy. It is our understanding that 
an affirmative decision was made to exclude Section 8 payments 
from the calculation of gross rents under the low~income credit 
provisions. There is, however, an inconsistency in the statute 
with respect to the treatment of Section 8 payments in the 
calculation of gross rent. Code section 42(g)(2)(B) provides 
that gross rent does not include Section 8 payments for 
purposes of determining whether the gross rent with respect to 
a unit exceeds 30 percent of the income limitations applicable 
to the tenant occupying the unit. Conversely » Code section 
42(g)(4) (by means of a cross reference to Code section 
142(d)(4)(C)(ii)(l)) » relating to deep-rent, skewed projects* 
provides that Section 8 payments are included in the 
calculation of gross rent. There is* accordingly* within one 
Code. subsection two methods for the calculation of gross rent. 

The Section 8 payments should be excluded from the 
calculation of gross rent for the deep-rent skewing rules* just 
as they are excluded when otherwise calculating rent for the 
low income credit. If Section 8 payments are added to the 
tenant's payments to determine the gross rent of the unit* 
almost no Section 8 project would qualify for the deep-rent 
skewing rules. Moreover* the federal programs would be working 
at cross purposes and the deep-rent skewing rules, which are 
meant to enable markets such as Kew York City to use the 
low~income credit (and tax-exempt bond financing), would not 
provide the relief intended for those markets. Code section 
42(g)(4) should be amended to eliminate this inconsistency by 
excepting paragraph (4)(C)(ii) from the cross reference to 
paragraph (4) of Code section 142(d). 



III. $25,000 PASSIVE LOSS EXEMPTION 

*^ost of the incentives favoring low-income housing were 
eliminu:ed by the Act. The low-income credit provisions were 
enacted* in part* to provide an incentive for the continued 
construction and preservation of low-income housing. 
Historically* investors in low-income housing have been high 
income earners who have disposable income to invest and who can 
afford to make a large* illiquid investment that has 
substantial risks and no expectation of cash flow or near-term 
appreciation. 

Under the Act* passive-activity losses can generally be 
utilized to offset only passive-activity income. An individual 
may* however* offset up to $25*000 of non-passive income from 
his rental real estate activities. The $25,000 allowance is 
not available* however* for wealthy taxpayers* since Code 
section 469(i)(3)(B) phases out the $25*000 allowance with 
respect to taxpayers whose adjusted gross income for the 
taxable year exceeds $200*000: The $200*000 limitation should 
be eliminated. 

A $200*000 limitation essentially forecloses from 
investing in low-inccme housing the very investors who have 
sufficient funds for an illiquid investment and who can 
undertake the risk that it entail*?. Moreover* even if an 
investor has income of below $200*000 at the time of the 
investment* the investor would lose the ability to use the 
credit if later his or her income increased beyond that 
amount. That factor alone may dissuade potential investors. 
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The provision' of lov-income housing is a worthy soci.il goal 
which will be easier met i£ the $200*000 limitation 3S 
eliminated to give investors willing to invest in low-ircome 
housing the opportunity to invest. 

IV. SET-AS IDE_ REQUIREMENT 

A project qualifies as- a lov-income project i£« inter 
alia , 20 percent or more of the units are occupied by tenants 
whose income is 50 percent or less of area median income or 40 
percent or more of the units are. occupied by tenants whose 
income is 60 percent or less of area median income. While we 
understand and appreciate that relief should be targeted to 
serve the most needy, projects must generate enough income to 
enable a developer to finance the project. In areas where low 
median income and high construction costs combine to create 
'burdens on housing development and operation, higher targeting 
is necessary to provide more income through project rents. 

The Conference Agreement provides that income limits may 
be adjusted for areas, that have unusually low family incomes or 
high housing costs relative. to family income. The adjustments 
are to follow Section 8 df^f.erminations of very low-income 
families and area median t^ross income to reflect the 50 percent 
and 60 percent income levels. Under the authority of this 
section, the targetting requirements should reflect the needs 
of areas that have low median incomes and high construction 
costs. • 

A formula should be established to enable high cost/low 
area median income areas to adjust the area median incone 
limits- established by the Act. The formula should compare 
local costs of mult if ami ly housing construction, land and area 
median incomes, with similar national costs and incomes. The 
current incoii;e limits (i.e., 50 percent„or 60 percent of area 
median income) would be used as a base. In areas where the 
cost of construction exceeded the national average and/or where 
the area median .income fell below the nationwide median, the 
income limits could be adjusted upward. Income limits would 
not be reduced below levels established by the Act in areas 
where construction costs were lower than the national average 
or the area median income was higher. 

The proposed formula would compare area construction 
costs and median incomes to such national standards. The 
numerator of the formula would compare area costs of 
multifamily housing construction with nationwide costs. The 
denominator would compare area median incomes with the national 
median income. The formula is expressed below: 

area cost of area 
multifamily median 

construction . income 

national cost of . national 
multifamily median 
construction income 

The concept of a construction cost index that recognizes 
variations in local construction costs has already been 
proposed for hospital capital costs. The Department of Health 
and Human Services (HHS) engaged Dodge Data Resources, Inc. to 
develop the construction cost index, and it was utilized in its 
regulations. 

Current low-income rents are barely adequate to cover 
maintenance and operation costs. As a result, the capital cost 
of construction cannot be recouped and return on that capital 
is merely hypothetical. Applying the proposed formula to 
establish income limitations would improve the ability to 
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finance these projects and to make them economically and 
financially feasible. 

V. GROSS RENT : STATE OR LOCAL ASSISTAWrP 

Code section 42(g)(2)(B) defines -gross rent" for 
purposes of setting forth the. standards lor a rent-restricted 
unit in a qualified low-income housing project it 

cf^M^ provides that gross rent dbes not include payments 
^n«^^®"J2"^® any comparable Federal rental assista5?e 
program, it is our understanding that gross rent is not to 
Include payments under state or. local assistance prog?ins ?hat 
are comparable to the Federal section 8 program. The Blue Book 
took this position but technical correctlSSfis reqSirld to 
confirm this result. To provide otherwise would discriminate 
against those projects that have rent assistance under sta?e or 
local programs rather than under the Federal section 8 program. 

VI. INCOME LIMI TATIONS! FAMILY SIZE At>JUSTMENTS 

Under the low-income credit rules, adjustments for family 
lil^.^t^I ""t"^^^^^ determining area medial incomes. This 
requirement has a serious impact on the ability to underwrite 

S^o^fn^^'.iV'''*!''''^'^®" to project the rental income a 
project will generate to determine the amount of the mortqaqe 

? support; if the determination of available 

rental income cannot be determined until the project is rented 
(and the.family size of the tenants determine!), underwrite" 
must a SSI'. .9 all low- income units will be occupied by the 
iTfi^K??*''"^?'^^ ?^ persons'or families. Moreover, con/anued 
eligibility of units car: be affected by changes in family size 
if. for example, a family member dies, grows up and moves out 
or leaves because of a divorce. 

The effect of annual recertification and rcmiirea 
family-size adjustments is to place low-income households in 
annual jeopardy of eviction or substantial rent increases, yet 
hnS?ina n^ll ?»^""?® °S 1°"" and moderate- income ^ 

housing the program is designed to alleviate, in many areas 
si alternative housing is not available. 

?n^!^P?:!^^f i^'^^S"® }^"^^ adjustments also substantially 
increase the risk of unintentional noncompliance for the owner. 

^h«^ fl«?ii°!^7i2*'°!f? "^5^®= ^^^^^'^ ^® aniended to provide 

that famil>-size adjustments do not affect income eligibility. 

The House Bill would bave provided that a decrease in 
family size from death, divo.-ce. separation or abandonment 

fS^ Li" ^ 1°*'?"^*''*'^."°"^'* ^*Y® ®"®«=*: 0" the family size 
adjustment relative to income eligibility. 



VII. SECTION 8 ASSISTANCE 



Assistance payments under section 8 require the aross 
rent paid by occupants of a low-income unit always to equal 30 
percent of the tenant's income and therefore to increase the 
Income of the occupants increases. As a consequence, a 
low-income Section 8 tenant whose Income exceeds the applicable 
low-income credit income standard (i^. 50 percent or 60 
percent of area median income) will be required to oav more 
than 30 percent of the applicable low-incSme credit standard as 
his rent contribution, a violation of the low-income credit 
requirements. The low-income credit rules should be amended to 
provide that the gross rent paid by the low-income tenant may 
exceed 30 percent of the applicable income limits to the extent 
such increase is required SSder the Section J progrL? 
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The House Bill provided chac the gross renc paid by a 
low^incoRte tenant may exceed 30% o£ the applicable income 
limits to the extent such increase is required under the 
Section 8 program. 

VIII. E?CTENSION OF SUNSET 

The low-^income credit is scheduled to expire at the end 
of the 1989 calendar year. The sunset date should be 
extended. The low-income credit rules were enacted in response 
to changes in^ laws relating to the treatment of passive losses 
and the extension of the depreciation period for rental 
property which made investment in low-income housing 
unattractive. With the sunset of the low-income credit, there 
would be^no incentive left for investors to invest In housing 
which offers little current cash flow and limited appreciation. 
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^ Chairman Rangel. Well, I want to thank you for your positive 
mnut and recommendations, and also, Mr. Yasser, and HPD gener- 
ally, t)ecause they were very helpful in trying to frame what Umit- 
ed credits we were able to get. And I also congratulate the city, by 
being able to reach out to the private sector as well as to State and 
bring in its own resources to the table to make certain that the 
linuted success we have with this program was possible. 

As I , pointed out to Mr. Johhson, these credits were never really 
meant to substitute a national hou8ir4g policy, which we don't have, 
and I think aU of you agree that the Tax Code should be the last 
place that we should be looking for a poUpy to provide shelter for 
people. And I think the denth of the problem certainly you can get 
from the testimony of HUD, when they are to say that there is no 
housmg shortage. All you have to do is get the homeless to get up 
and.go to where the<fannlands have been left by those that had 
forfeiture of their mortgages— and I guess out there some place the 
poor could find housing. It's a hell of a plan, but that's what we're 
• up against. [Laughter.] 

^d, like you said, we have to tolerate this lack of sensitivity 
until we can bring about some changes. 

Mr. Biderman, to what factors do you attribute New York City's 
wd^ordmanly high construction costs? What are the mcgor fac- 

Mr. BiOKRBiAN. Well, there are a number— and one, of cours3, is 
the yenr high cost of land. Land is at a premium; the city is a 
highly developed city obviously— there isn't a lot of vacant land. So 
land costs are a mcgor factor in the high cost of housing. 

Chairman Rangku Suppose I just took that out. The city owns so 
much of the vacant land— over half, isn't it? 

Mr. BroERMAN. Well, not the half of the developable land. People 
always come to me and say you have so much land, why don't you 
do something with it. 

Chairman Rangel. Exactly. 

Mr. Bn>KRMAN. We are trying to do something with the land that 
we have. The program that we announced earlier this week with 
Mr. — 

Chairman Rangel* No, listen, all I'm saying 

Mr. Biderman. But we don't own that mudi developable land as 
we think. 

Oiairman Rangel. If we could take it one by one, I'll just deal 
with the land that I know the city owns— the "in rem" property. So 
that ehmmates one of the factors in construction. 

What are the others? 

Mr. BroE»MAN. ^e others are— the fact that construction costs 
are very high m New York for, quite frankly, reasons that need 
some more explanation. The mayor and the Governor have both 
c^ed on the Federal agencies and State agencies to investigate 
whether there isn't truly a free market, construction market for 
housmg— for construction— in New York. The construction indus- 
try m New York has been in many cases weaned on luxury condo- 
mmium construction, luxury office tower construction, where costs 
were just not a factor. 

Chairman Rangel. You mean there could be an unlawful con- 
spiracy? 
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Mr. BiOKRMAN. Well, certainly there have been those allegations; 
rm'^not in a position to make those allegations without further evi- 
dence. I know that both the Governor and the mayor have urged 
special prosecutors to investigate the construction industry— and I 
am sure that is warranted, but I don't have any hard evidence to 
that effect, except the fact that the costs are hard to explain, quite 
frankly. 

Chairman Ranged Are we restricted to the soK^alled construc- 
tion industrjf as it presently exists when we are talking about low- 
income housing? ^ 

Mr. BiDERMAN* We are trying not to be, but the grasp of some of 
the unions is so strong that it is impossible to evade their grasp, 
particularly when you are dealing with recognized developers, 
which we want to deal with because of their eatperience, but we 
also have to be concerned about their ability to function on other 
jobs if they try to evade the unions. 

We are, I believe, trying to be more efficient, and are being more 
efficient^ih terms of many of the rehabilitation jobs that are coing 
on in the city right now. We don't have some of the featherbedding 
that we have on high-cost jobs in the city. But the costs are still 
higher than they are in surrounding jurisdictions. 

As you knQw,:Concrete was one example of that. We are trying— 
so far unsuccessfully— to get our own concrete batching plant. Just 
the threat of our doing so has resulted in a dramatic drop in con- 
crete prices in New York City, 

Chairman Ranged Well, how do you address the question that 
there are so many people in the industry, the construction indus- 
try, that are unemployed? There are so many minorities that can't 
even get an opportunity to join the union. The low-income housing 
is basically located in minority communities, and there is absolute- 
ly no strain, no fear, no problem with the community with any 
labor leaders at all, locally or nationally— now, given that, do you 
know of any attempt to bring whoever you are concerned with to 
the table and say we have to provide housing for these people? 

Mr. BiDERMAN. We do that, in fact. We meet regularly with the 
construction unions for a mmor construction management program 
that is now taking place in Harlem that is being managed uy Tish- 
man Construction, and we, as part of the resolution of the board of 
estimates approving that project, insisted on two things: one that 
20 percent of the subcontractmg work be given to locally based en- 
terprises, who are essentially local small businessmen, very often 
minorities; and that there be a targeting of 35 percent of the people 
working on the site be minority or women. And we will be exceed- 
ing those targets in those areas without difficulty. And that's not a 
problem in most unions. There are some unions, some skilled 
trades, where there has been traditionally underrepresentation of 
minorities. That has not changed, but it in no longer a factor in 
most of the trades in New York City. 

Chairman Rangel. I'm just trying to deal with the high cost, and 
Vm not saying that you have so much land and property that that 
is not a factorr-but where you don't have the cost and where yon 
don't really have the lai>or unions sticking to theur union rates, and 
where you do have mandatory community involvement require- 
ments, why the costs would not be a lot less. 
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Sl^S^^ ^ ^.^^ Y"""^ ^^<*P* °° a limited basis, 

amaU homes— we juat don't have enough land to do that. 

uiairman Rangel. SmaU homes? 
^t^^^'i?^!°^' ^ of our construction is multifamily construc- 
fw ST '"^^^ ^ .inevitably more expensive 

than SmaU home construction, given the additional requii^ents 
d^ously m terms of the soundness of the housing. Th^is another 

But we have a very efficient bidding system now. As you know, 
we have on our own, without exclusively the Federal assistance 
that we have for a tax credit-ahd there is ahnoet no other Federal 
assistance-embarked on a $4 biUion program to rehabilitate, 
bmld, and preserve about a quarter of a miUion units over the next 
dwade^-and I can teU you now that over the next month the 
vaayor is going to be announcing additional resources to make that 
program even larger. We have a veiy rigorous bidding process in 

Slr/nK™^ f?*Jil? ^^f^ ^ ^ across the 

bOMd. But New York is still a high-cost area. 

Oxairman Range. I know. Well, the city has reaUy been imagi- 
native m getting developers to assume more of a responsibiiay 
where they had Iwger projects to deal with low-incomrhousing, 
and ateo to take advantage of some of our successful partnerehiM 
with the commercial sector in getting them involved inflow-income 
-housing. 

Let me thank this panel. Thank you for getting us to where we 
are, and ^ m lettmg you know that we look forward to working 
with you to see whether or not we can improve, if not perfect, the 
provisions. ^ ' 

'T^l^i^ "H^y^^ ^ announce an adjournment untU 1 
0 clock. At that time we mtend to hear from the two final panels. 
And I wish I could have made that announcement earUer so that 
you wouldn't have to wait, but I didn't have the information avaU- 

And so the committee stands adjourned until 1. 
[Recess.] 

AITERNOON SESSION 

Chairman Rangel. The committee will come to order. I apoiojrize 
for the delay, but the White House Conference on Drugs Agoing 
on at the same time we have this conference-and I have an Siter- 
est m the conference. 

« ^ ^J^''^ panel consisting of Denis A. Blackett 
president, HH Corp., Boston; Patrick Clancy, executive director 
Greater Boston Community Development, Inc.; and John Johnson 
executive vice president. Beacon Construction Co. from Newport 
News, Va. 

Mr. Blackett— all of you, aU of your testimony will appear in the 
record without objection, and you can highlight the parts that you 
think are most important. 

Suppose we start it with Mr. Blackett. 
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STATEMENT OF DENIS A. BLACKETT, PRESIDENT, HII CORP., 
BOSTON, MASS. 

Mr. Blackett. Thank you, Mr. Chairman. Distinguished Mem* 
bers of Congress, I appreciate this opportunity to testify before the 
committee concerning the 1986 Tax Credit Act and its effect on 
low- and moderate-income housing. 

Before I get into the body of my testimony, let me say that it's 
going to be somewhat specific and unique in terms of the testimony 
that you have heard today. There are two uni(^ue aspects to it. One 
is that we last year did a lot of work on existmg housing in using 
the tax credit law with existing housing rather than with new con- 
struction, and the other is that we work in the State of Massachu- 
setts which turns out to have probably a very unique situation as 
compared with other States in the Nation. 

Let me go back into the body of the testimony. You have before 
you a detaued chronological analysis of a hundred days of intensive 
effort to resyndicate, with 1987 tax credits, six existing 10-year-old 
projects in the State of Massachusetts. The effort was minimally 
successful. On December 31 we completed the resyndication of one 
project, and the 1987 tax credit that had been allocated to the 
other five projects expired. 

At present the State of Massachusetts has applications for 1988 
tax credit that would require three times the credit it has avail- 
able. Massachusetts has $8 million in tax credits for 1988, and at 
present its applications would require in excess of $24 million. 

Massachusetts assumes that this situation will apply to 1989 as 
well. It is quite conceivable, therefore, th^t those projects for which 
time ran out in 1987 will never receive tax credit. 

Based on this experience, we have some recommendations to 
share with the committee. But before that I would like to give you 
some background on HII Corp. and the six projects involved. 

Briefly, HII Corp. is a real estate developer with 22 years of expe- 
rience in the development of low- and moderate-income housing. 
Most of our projects are concentrated in Massachusetts where we 
own over 1»600 units of housing. Overall we own and manage over 
8,000 units in California, Maryland, New York, and Massachusetts. 

The six projects in question totalled 950 units of low- and moder- 
ate-income housing. The greater mcuority of these units, over 80 
percent, are Large-family units with two to five bedrooms, and are 
located in the Roxbury-Dorchester area of Boston, a predominantly 
low-income black community. The msgority of the properties are 50 
to 80 years old; they were purchased and rehabilitated between 
1971 and 1975 by our corporation. 

We received notice of our award of approxhnately $2 million in 
tax credit in mid-September of 1987. Beginning immediately we 
contacted tenants in all six projects, and notified them of the im- 
pending equity restructuring. We conducted extensive physical sur- 
veys and financial analyses in all six projects, and determined that 
the projects needed in excess of $2 million to ensure their long- 
term viability. We met with tenants in all six projects to discuss 
the proposed restructuring and the proposed physical improve- 
ments. Their response vfas enthusiastic. 

t 
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^® contacted over one himdred limited partners in 
the different projects, and after protracted negotiations received 
approval m the nugonty of cases. 

.7c3ft®^T? proiects which did not receive tax credit represent some 
750 fanuhw who will now not receive the benefit of this infusion of 
c^rtal and whose projects long-term viability may now be in jeop- 

lit me go now to some specific recommendations. 
tbS?**' Talro^T*?'^'^ Congress carry over tax credit fi-om 
1987 to=xJ>88. And.we recommend that this Illation be passed im- 
mediatehr, sinw there are projects that are m limbo, having been 
processed m 1987, that are waiting for 1988 credit. 
iq3?®'^j^o^A^ ?^ aggr^ate budget impact when one considers 
1987 wid 1988 together, and we beheve there would be a minimum 
"°P^9* 1?88, smce it*s probable that the total tax credit involved 
nationwide is less than $10 millioii. 

In the State of Massachusetts in 1987, $8 million of tax credit 
was avmlable; approximately $6 miUion was aUocated; and approxi- 
mately ?4y2 million wa^ used. 

We believe this is a fair and equitable suggestion for the follow- 
ing reasons: 

One, it was impossible to adequately use 1987 tax credit because 
insufficient time was alloted for the development of the new pro- 
gam. Treasury regulations outlining the manner in which the 
aUocate tax credit were not available untU June of 
1987, and therefore most States were not prepared to advertise for 
and allocate credit untU August or September. The State of Massa- 
chusetts advertised for credit in late June, and allocated in early 
September. To this date, the States are stiU awaiting complete in- 
structions from Treasury. 

Two, the tax syndication industry was severely hampered in its 
efforts to raise money because of the stock market crash and be- 
cause the various limitations which a tax credit law put upon 
the traditional methods of reusing equity. 

Three, throughout the country utilization of this tax credit was 
extremely low. I believe you've heard those comments from earlier 
speakers. In general, the 10 largest States in the Nation utUized be- 
*?^een 20 to 30 percent of their avaUable tax credit, a reflection of 
the difficulties of workmg under the time constraints that the in- 
troduction of a new law provided. 

A carryover 1987 tax credit would remove the unfair penaliza- 
tion of those projects that missed the December 31 deadline under 
the unusual time constraints of the initial calendar year. 

We prepared a draft of what we believe is an appropriate amend- 
ment, and we will share that with the committee after this presen- 
tation. 

9ur second recommendation is to red xe the tax liability for ex- 
istmg limited partners. We recommend that legislation similar to 
that bemg proposed in H.R. 3663 be enacted. In H.R. 3663 the tax 
liability of the sellmg limited partners on existing 10-year-old 
projects is substantially reduced by reinstituting tho depreciated 
project basis. From our experience it is clear that one of the major 
constraints to preservmg existing low-income housing through tax 
credits is raismg sufficient funds h y some part of the tax liabil- 
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ity of the sellihg partners. Most limited partners who have been in 
a low-income project in excess.of 10 years are willing to sell if 50 to 
75 percent of their tax liability is paid; However, the funds generat- 
ed by public offerings or blind pools are rarely adequate to pay a 
signfficant portion of that tax liability. Therefore, the passage of 
what's contemplated in H.R. 3663 will be very effective in making 
the resyndication of existing projects feasible. 

Finally, we recommend that the Congress act to broaden to syn- 
dication market for individuals. We propose that the Congress 
remove the $200^000 to $250,000 income restriction for individuals 
in the use of tax crediw^ as well as the $7,000 tax credit cap per 
individual. This recommendation is without budget impact, since it 
does not affect t^e total tax ctedit available. 

One of the msyor restrictions that we found in otu* 3-month effort 
to resyndicate was the inability of the traditional syndication in- 
dustry to raise funds. They were restricted in the raising of funds 
to dealing with individuals in the $100,000 to $250,000 cat^ory 
who at a mf^^'Tnnm were purchasing $7,000 worth of tax credit per 
year. This lead to the use of public offerings or blind pools and 
eliminated the possibili^ of the more traditional 10- to 20-person 
syndication. The blind pools then foced the difficulty of raising 
fUnds in t^e environment that existed after the October 19 crasl^ 
so that where the industry had expected to raise over $200 million 
in the simmier of 1987, they actually raised by the end of the year 
between $50 to $60 million. 

In summary, we believe that if Congress allocates credits to those 
areas which need-them and have made an effort to use them, by 
allowing a carryover of 1987 credit, and if Congress reduces the tax 
liability for selling limited„partners, as H.R. 3663 envisions, and if, 
in ad^tion. Congress takes steps to broaden the market for individ- 
uals, using tax credits, then both existing housing and new produc- 
tion will greatly benefit, and the underutilization evidenced in 1987 
will not be repeated in 1988 and 1989. 

Thank you. 

[The statement of Mr. Blackett follows:] 
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^^ISliJJ^"^ ^^^^^ A. BIACKETT, PRESIDENT, HII CORPORATION 
^^^JS2ill^^^^ THE- SUBCOMMITTEE ON SELECT REVENUE 
COMMITTEE ON KAYS AND MEANS, U.S. HOUSE 0? REPRESENTATIVES 
MARCH 2, 1988 

The following is a chronology of one hundred days of 
intensive effort. to resyndicate with 1987 tax credits six, ten- 
year-old, existing projects in the state of Massachusetts. The 
effort was minijnally successful. On December 31st we completed 
the resyndxcation of one project and the 1987 tax credit that had 

1° projects expired. At present the 

state of Massachusetts has applications for thrae times- the 
amount of available 1988 credit and assumes that this situation 

" conceivable, therefore, that 

the five projects for which time ran dut in 1987 will never 
^KfT® 5*^''"'*^^% '^^^ lessons resulting from this effort lay 
the foundation for legislative recommendations which seek to 

existmg^stock of low income housing and achieve desired 
benefits for families, the elderly and the disabled. 

Chronnlogy. 

HII Corporation is a real estate developer with 22 
^SbaL?L5''£n.^i ^^"^ development of low and Moderate income 

'^^'^ °^ concentrated in 

Massachusetts, where we own over 1,600 units. Overall we own and 
ISssIchSsetts!'*'' California, Maryland, New and 

2. In June of 1987 the Treasury announced its rules for 
- allocating tax credit. In the same month the State of 

Massachusetts, through the Executive Office of Commiinity 
Development, announced a competition for $8 million of 1987 tax 
credits and indicated its goals for the years '87, '88 and '89 
Th-se goals were to support existing housing in «87 and to proriote 
new construction in '88 and '89. It also indicated that it 
expected to be oversubscribed for '88 and '89 credits. 

3. In August of 1987 HII Corporporation subr«itted proposals 
on six projects which it had developed in.the state of P'^^^"" 
itessachusetts over the previous 15 years. All were financed bv 
the Massachusetts Housing Finance Agency (MHFA) ^^^ancea Dy 

^"tSIS^rojects"'''"^''''^^ ^° restructure the equity 

rnoHi. J;^ Six projects totalled 950 units of existing low and 
TJll I The majority of the properties, over 700 

SivS »ite, large-family units (2-rbedroims) in 

the Roxbury-Dorchester area of Boston, a predominately low income 
black community. The properties are 50 to 80 years old and were 
purchased and rehabilitated by HII Corporation between 1971 and 

5. On September 20th, or thereabouts, HII received a tax 
credit award for $2 million. 

6. in mid-October MHFA indicated that their approval of the 
n^onr'f^"?^''^''^"" conditioned upon our commitment to keep the 

remaining life of the mortgage (an 
?t ^nb^?«i^?21?S ""^^ condition, although 

yearS! exceeded the federal tax credit requirement of 15 

7. Beginning in October, HII contacted tenants in all six 
Sr^nnSt^f^H t^!'" ?f the irrpending equity restructuring. 
We conducted extensive physical surveys and financial analyses on 
S7%,?M^o^''^r^' '""^ determined the need for a minimum infusion of 
^2 million to insure their long term viability. We met with the 
tenants in all six projects and discussed the proposed 
restructuring, the proposed physical improvements and the extended 

1 
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cosraitaent to low Income housing. Their response was 
enthusiastic. 

8. Beginning in October, HII contacted all existing limited 
partners in the six projects (over 100 individuals and their 
representatives, syndicators* lawyers and accountants) to 
determine their interest in selling the property. Negotiations 
were protracted and difficult, but by Deceri>er 15th approval to 
proceed (a majority vote of the partners in each project) had been 
obtained for four of the projects. (One group of liraited partners 
had declined for personal reasons, and we had achieved a 47% 
affirmative vote in the- other case.) in all cases the anjount of 
the tax liability for the existing limiteds upon sale and our 
ability to give thc-a sufficent dollars to pay that liability was 
the overriding issue. Generally, the existing liraiteds settled 
for a payment of 50 to 75 cents for each dollar of tax liability. 

9. Beginning in October, HII contacted various syndicators, 
blind pools, corporations and other potential users of the tax 
credits. October, various syndicators who had organized blind 
pools (at least seven blind pools in Boston, New York and Los 
Angeles) had high hopes of raising over $200 million industry wide 
for the purchase of tax credit properties. After October 19th it 
became apparent that the pools would actually raise under $60 
million. 

10. It also became apparent that the majority of the blind 
pools had structured their offerings for 15 year deals (not 
existing, life of the mortgage, 20-25 year deals) and that the 
equity they were raising was insufficent in most cases to satisfy 
both the physical and financial needs of the properties and the 
tax liabilties of the selling partners. 

11. Throughout October and November potential corporate 
buyers did not materialize. This was particularly frustrating as 
corporate buyers can utilize both depreciation and tax credit and 
would have provided sufficient equity to satisfy the project 
needs. Because of the narrowness of the market for individuals 
(incomes above $200,000 are ineligible for tax credits and the 
total credit per individual is limited to $7,000) the traditional 
syndications consisting of 10 to 20 individuals were not 
available. 

12. In late November a blind pool indicated that it wculd 
soon raise sufficient funds to buy all of our projects. They 
expected to be taken to market by a New York wire house in early 
December and to raise in excess of $40 million. Preliminary 
purchase agreements were signed with this blind pool. 

13. By the second week in December it became clear that 
although sales had gone moderately weli they were only going to 
raise between $15 and $18 million. Their senior review board now 
raised objections to the 20 to 25 year lockin, saying that the 
pool had been sold based on a 15 year lockin as the federal law 
requires, and that having a significant number of properties — more 
than 25% of their total dollar volume — committed to longer lockms 
would be untenable. There was also a hint of reluctance to deal 
with inner-city, ghetto property. 

14. We then turned to a second blind pool that had expressed 
interest in the properties earlier. They had been crying to 
raise money since mid-1987 and by December had raised only $8 
million, but were prepared to do at least one property. He also 
continued to search for corporate buyers, who could utilize both 
depreciation and tax credit. 

15. On December 31 we closed on one property with the second 
pool. In the interim (the last two weeks of December) we located 
potential corporate buyers, but there was insufficient time to put 
together additional purchases and the 1987 credits on the 
remaining properties expired at year end. 
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16. In early January EOCD ccnfirmed what it had indicated 
-earlier: that they will likely be oversubscribed for '88 credit 

(at present there is 300% oversubscription) and probably for '89 
credit, and that its highest priority is the production of new low 
incor&e housing units. It is now quite possible that- these five 
properties, representing over 750 families, will never receive tax 
credit. 

17. In early January we also surveyed the 10 largest states 
in the nation and discovered that the utilization of '87 credit 
was extremely low— between 20% and 30%. 

present, the corporate contacts that were finally 
established in late Decerober- continue to firm up, and it is clear 
that if credit were available we would be able to sell to 
corporate buyers and to raise sufficient dollars to satisfy both 
the project needs and the requirements of the sellinq liinited 
partners. 



Lessons ta hA 1oarnAr4« 



^ia insufficient time in 1987 to adequately utilize 

the 1987 tax credits. Developers and agencies were hard pressed 
to complete all the necessary studies, tenant approvals, linvited 
partner negotiations, etc., in the time allotted after Treasury's 
issuance of its regulations in JUne. Undoubtedly, the arbitrary 
December 31st cutoff prevented a number of resyndications around 
the country that were similar to ours. More significantly, the 
traditional syndication industry was severely hampered in its 
effort to respond in the shortened 1987 time frame: 



(a) The corporate market had to be educated to the 
benefits of tax credits, 

* ««« individual market was severely linvited by the 

5200,000 cap on income and the $7,000 cap on credit. 

(c) The October 19th crash and other Hall Street events 
made it difficult for the wire houses to raise funds. 



2. The equity resyndication of existing projects requires 
more money than the equity syndication of new projects because 
the existing limited partners face substantial tax liabilities and 
these tax liabilities must be, in part or in whole, compensated 
for with the new money. 



3. The corporate market may provide a partial answer to the 
issues raised above in that they can provide additional funds 
because they utilize both losses as well as the tax credit and 
that it would appear that, given time, this corporate market may 
mature and become active in the purchase of tax credits. 

RefforTTOAndatinnsf 



1, Provide for a carryover of '87 tax credits to •88. It 
would be fair and without aggregate budget consequence to provide 
for a carryover of '87 tax credit to '88, particularly in those 
situations where states foresee full utilization of their '88 and 
'89 credits for new projects. 



2, Reduce the tax liability of the selling partners through 
proposals such as the one contertplated in HR 3663, 

3. Widen the potential market of individuals interested in 
buying low income housing by removing both the income limits and 
tax credit cap for individuals. 
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WRITTEN STATEMENT OF DENIS A. BLACKETT, PRESIDENT, HII CORPORATION 
TESTIFYING BEFORE THE SUBCOMMITTEE ON SELECT REVENUE MEASURES 
COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES 
MARCH 2, 1988 



KXHI3IT A 

The following is a proposed amendment to Section 42 of the 
Internal Revenue Code of 1986: 

Subsection (h) (6) (B) is amended by adding at the end 
thereof the following: 

(iii) Exception Permittino Car ryovpr of Credit 
Rfiservfirt Tn 1987. Any portion of the aggregate 
housing credit dollar amount of a housing credit agency 
for 1987 which was reserved in 1987 by the agency for 
an identified building but was not allocated in 1987 
may be carried over to 1988 and allocated to 1987 
provided that the dollar amount of such credit is 
within the housing credit ceiling of the agency for 
1987 and provided that, prior to January 1, ^989, the 
taxpayer meets all of the conditions that would have 
been required to be satisfied to obtain the allocation 
in 1987 and the amount of the housing credit so 
allocated shall be treated for purposes of this section 
as a housing credit for 1987. 
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Chairman Rangel. Thank you. We will now hear from Mr 
Clancy of Greater Boston Community Development. 

STATEMENT OP PATRICK E. CLANCY, EXECUTIVE DIRECTOR, 
GREATER BOSTON COMMUNITY DEVELOPMENT, INC, AND 
COMMUNITY DEVELOPMENT, INC. 

Mr. Clancy. Thank you, Mr. Chairman. I am director of Greater 
Boston Community Development and its affiliate. Community De- 
velopment, Inc. We have developed about 5,000 units of affordable 
housing over the last 20 years. I'd like to briefly summarize my tes- 
timony r^arding our development efforts to utilize the low-income 
housmg tax credit and our marketing efforts utilisdng the credit, 
and I will leave , for the fiecord comments on use of the credit in 
acquisition situations. 

We are currently working on over two dozen projects involving 
oyer 2,000 units of housing where we are spendiig money on 
design, on development, on construction in reliance on utilizirig the 
low-income housing tax credit. The projects vary all over the 
map— from rehabilitation to new construction, inner city, subur- 
ban, small town, mixed income, and fdl low-income— but I think 
we've got some observations, some descriptions, not prescriptions, 
from that that you might find useful. 

First of all, the credit is extremely valuable. Every one of those 
couple of dozen projects will rely heavily on substantial utilization 
of the credit, and without tliat kind of Federal investment in the 
affordable housing we are working to create, we would be hard put 
to be doing any of those projects. 

Second, the credit is necessary but not suflScient. In each one of 
those projects we are utilizing additional State, local, and, in many 
instances. Federal resources that generally exceed themselves the 
subsidizing value of the credit. So if the credit is worth x dollars a 
unit, we have got another 2x a unit in additional subsidies to make 
the housing that we are working to create affordable. 

So the credit is important, it's valuable, it's necessary, but not 
sufficient. 

Third, the credits make many of our housing efforts more com- 
plex. In many inner city neighborhoods, small towns, and even 
with many low-income community-based organizations, the desire 
to have some mixture of incomes among the people that are served 
in new or rehabilitated housing created in a community, is real 
and substantial and often one that's politically necessary. 

What we end up doing in that situation is very complex. We uti- 
lize the credit on low-income units that are in a rentel form. We 
utilize the value of the homeowner deductions for upper income 
people in units that are done in condominium form. Two things 
happen from that. No. 1, the moderate income fall out because they 
are not in a tax position to take advantage of the homeowner de- 
ductions, and they don't get the credits. So we need to raise more 
other subsidy fimds to be able to serve them. And. No. 2, we've got 
one development venture that now has two v/hole ownership and 
financing structures, which is immensely complicated. We are 
doing it, but it's an immensely complicated way to do business. 
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Four— and this is, I hope not because the light is about to go to 
orange— time's up. As we sit here today, as we think about going 
out and finding a site, developing a development conce^ t, putting 
together plans, putting together the other sources of subsidy, getr 
ting financing, getting local approvals, and getting into the ground, 
the fact that the credit nms out if you are not in the ground and in 
construction in 1989 means, quite frankly, that if you start today 
you are riot very likely to make it in the kind of complex financing 
and development effort that is currently necessary. 

So extension is critically important now if we are going to main- 
tain the limited momentum that has been built up in utuization of 
the credit. 

Clearly, as you, Mr. Chairman, pointed out at the beginning of 
this hearing, what's going on with the credit is a very modest over- 
cdl level of activity nationwide and the absence of a much larger 
array of direct Federal involvement in direct subsidies dealing with 
the housing problem is a m^or contribution to the gross inadequa- 
cy of current affordable housing efforts. 

I think— and IVe done a lengthier paper that was presented to 
the Senate Housing and Urban Affairs Subcommittee, laying out in 
some detail why— that the credit specifically— and investment in- 
centives through the Tax Code more genercdly- are an important 

Fart of an overall Federal housing effort and should be maintained, 
think some of the issues that you have heard today that are 
pointed out in greater length in my statement and in that paper 
that need to be addressed in the redesign of the credit should be 
looked at in conjunction with looking at a larger Federal role in 
direct assistance and financing. And one of the critical things that 
I think is happening at this juncture for the first "^ime in my 20 
years in thds business is that the discussions that are going on be- 
tween tax and housing committees and staff provide the potential 
for the critically important tying tc^ether of those resources, as we 
create a new Federal effort for the mture. 

In terms of marketing of developro nts using the credit to inves- 
tors we are doing that entirely to corporations. We've had a $16 
million offering with corporate leaJership in the city of Boston, 
r/nich has been completed. We've got a $12 million offering which 
is being completed this month through an investment banking 
house going to corporations. We've got a $9 million offering involv- 
ing several development projects which we are negotiating directly 
with a small number of corporations and expect to complete in the 
next couple of months. We have substantiedly more than that on 
our plate for this year, but from the early efforts I would like to 
sLare a few comments on the marketing issues. 

It's a very tough market to find corporate investors. For corpora- 
tions who don't know real estate, irs very hard to get them to 
know it. For corporations who are sensitive to their image, who 
want to do something that's kind of a good-guy activity, but are 
frfraid of ending up with some poor folk appearing on the doorstep 
in ten years if something goes wrong, you just can't get them over 
the threshold. And for corporations who understand and want a 
real estate investment, offering them a real estate investment that 
is not really a real estate investment, because you don't want to 
sell them residual wahxe and appreciated real estate and create an 
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expring iise problem in fifteen years, those corporations aren't in- 
terested either. 

In addition, the individual market, for reasons you've heard, is 
far too rwtnctive aod^inefficient to be useful in the way in wWch 

mUTi '^^'f^-^^i.*^ of legislation that Senator 

Mitchell referred to this morning that exempts low-income credit 
developments from the passive loss rules and reopens the upper 
mcome individual market is critical if the credit is to reaUy work 
for any kmd of significantly expanded use. 

Id like to mention one specific coordination issue, and ask the 
committees assistance^in coordinating with the banking commit- 
tees and with ttie Federal Reserve Board. The FeS Reserve 
Board has rules for bank holding companies that are in the process 
of being formed and is increasingly requiring.that they not make 
or be severely hmited m making real estate equity investmente. 
The largest corporate market that we have found interested in par- 
ticipating m these tax credit investments has been financial insti- 

^i°^'J^- °^ ^ *ose Federal Reserve 

Board regulations. For those institutions not to be able to purchase 
1^ ?^ Feder^ Reserve concerns with equity investments in 
real estate, along the hnes of some of the things that have occurred 
in the southwest over the last several years, is an inappropriate re- 
striction. Some exception for low-income housing credit investment 
could reaUy he p us to continue to get as much out of the corporate 
market as possible. wLi«.iatc 

Thank you. 

[The statement of Mr. Clancy follows:] 



ERIC 



145 



139 



STATEMENT OP PATRICK E, CLANCY, EXECUTIVE DIRECTOR, GREATER 
BOSTON COMMUNITY DEVELOPMENT, INC. 

Mr. Chairman, Members of the committee. My name is Patrick 
E. Clancy. I am submitting this statement to you as the 
Executive Director of Greater Boston Community Development, Inc. 
(GBCD) and its affiliate, community Development, Inc. (CDI) . 
These organizations are non-profit corporations providing a full 
range of real estate services - development, financing and 
management - to local communitieo throughout Massachusetts and, 
more recently, Rhode Island and Connecticut for the production 
and operation of housing for households of limited means. Over 
the past 20 years, these organizations have assisted in the 
creation of approximately 5,000 units of affordable housing 
utilizing a wide array of debt, subsidy and equity financing 
totaling in excess of $220,000,000. 

As you well know, the low income housing tax credit was 
created as a part of the massive tax roform effort in 1986 when 
very limited time and attention were available to complete a 
fundamental revamping of the tax code. I*d like to express my 
appreciation to the Subcommittee for the chance to appear here 
today and to participate in your important effort to reflect on 
how that vehicle has worked and on what if any changes may be 
necessary to ensure its greatest possible efficiency and utility. 

I will share our experience in developing housing utilizing 
the credit, in marketing investments in tax credit developments 
and in utilizing the credit to finance acguisitions of existing 
developments. I have also had the opportunity to analyze in 
greater detail the role of investment incentives provided through 
tax provisions, including the credit, and their relationship to 
federal housing programs in a paper 1 prepared for presentation 
to the Senate Housing and Urban Affairs Subcommittee last fall. 
I've also provided copies of thftt paper with my testimony for 
committee members and staff. 

A. DevelopmeL' t Efforts. My organization is currently 
working on over two dozen development projects - totaling in 
excess of 2,000 dwelling units - where we are expending 
significant funds based in part on planned utilization of the low 
income housing tax credit. These developments are quite varied - 
new construction and rehAbllitation; utilizing tax-ex(impt bond 
financing and taxable mortgage financing; all low income and 
mixed income. I*d like to make a series of observations from 
this varied experience. 

1. The low ir.=c:ae housing tax credit is an extremely 
valuable resource for producing new housing units serving 
low income households. With the substantial percentages of 
project costs that can be claimed as credits^ with the 
additional benefit of losses to corporate . tvestors, and 
with the ?cind of net proceeds available * .wr» marketing these 
benefits, as described below, the low income housing tax 
credit has very quickly become an absolutely critical tool 
in our work. It represents a significant and crucial 
federal involvement in virtually all the new affordable 
housing we are producing. 

2. The credit is itself totally inadequate as a sole 
source of assistance for producing affordable housing in oiT 
experience in the Northeast. Every single one of the more 
than two dozen projects on which we are at work involves 
siiveral other sources of subsidy. In every Instance a 
substantial array involving some combination of state 
a;»»l&Lanc«, local assistance, and additional federal 
assistance is essential to meeting the cost demands of 
rehabilitation or new construction ana operation while 
achieving the af fordabllity levels required by the credit. 
It is generally the case that, beyond the credit, several 
elements of additional assistance are necessary in amounts 
whose overall value is In excess of the value of ^he 
investment incentive provided by the credit. 
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3, One of the major shifts in our development efforts 
created by the targeting requirements of the credit - which 
generally I support as focusing incentives on the housing 
that serves those with the greatest need - is a very complex 
dynamic in the development of housing to serve those of low 
income in the cases where we are seeking in addition to 
serve households of moderate income and, in some instances, 
to provide market rate housing units as well. In this work, 
we find low income credit eligible units well supported 
through the credit as an investment incentive; market rate 
units needing to be designed as ownership housing to get the 
value available from real estate interest and tax 
deductions; and units for moderate income households in many 
ways the most difficult to finance given the lack of value 
of homeowner deductions and the lack of any other incentives 
supporting their development. The complexity of combining 
different ownership structures is enormous but necessitated 
by the current tax treatment. 

4. Developing housing utilizing the low income housing tax 
credit involves very large timing risks currently for two 
reason. First, without an extension of the credit's sunset 
provisions, preliminary activity on new projects for which 
other subsidy funding must be sought and secured, 
construction documents, local approvals and financing 
commitments realized, credit allocations achieved and 
construction begun before the end of 1989, is already at 
substantial risk of not meeting those timing limitations. 
Secondly, even beyond this timing constraint, the general 
risk of securing a credit allocation is now added to the 
risk of achieving various other subsidy resourceb necessary, 
further reducing the odds of success to the point where few 
for-profit actors are likely to undertake substantial 
activity in the ftce of these compound risks. 

These observations, together wi^n the dramatically reduced 
direct federal support for affordable housing development today, 
make it obvious why the total affordable housing production 
effort nationwide today is scandalously small, if there is to bo 
any serious increase in these housing efforts, a number of the 
limitations and complications of currently available resources, 
including the low income housing tax credit, will have to be 
signif:*.cantly improved upon. 

Toe suggestions that I would make based upon this 
development experience are as follows: 

1. Passage of the refinements to the credit contained in 
the Technical Corrections Act of 1987 is important to 
respond to several of the most problematic restrictions 
and complications affecting utilization of the credit. 

2. It is critical, in maintaining the modest momentum 
which has been achieved in tax credit production, that 
the credit be extended tor fii least an additional year 
in the very near future. 

3. Over the next year, it is important to consider 
substantial changes to the credit to simplify it and 
make possible more substantial utilization. It is 
particularly important that this effort be done in 
conjunction with the work of congressional housing 
committees to plan potential expansion of direct 
Todercl housing suppcrt for affordable heucing 
production. These changes should include broader 
allowance for use of the credit with the full rar^e of 
federal, state and local assistance; further 
modifications to the "cap" on use of the credit; design 
of modifications that can make production of mixed 
income housing - particularly housing that serves 
moderate income as well as low income households - more 
viable; and consideration of measures to ensure the 
longer term affordability of credit units beyond the 
current IS year framework. Many of these elements are 
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discussed in further detail in my paper provided with 
this testiiBonyt 



&• MarKfttlnq XAK PevelopTngntp, since the passage 

of the mx Refom Act of 1986, we have actively participated in 
the strut:turing, packaging and marketing of equity investments in 
developments utilizing the credit. In 1987, a $16 million 
offering we prepared was completed for the substantial 
rehabilitation of 950 units in a series of properties in Boston. 
These pi'operties are being acquired through HUD's Property 
Di'"'^osit;ion program, are financed through the Massachusetts 
Housing Finance Agency (MHFA) and will receive Section 8 
subsidies. The investment was placed with corporations, through 
an active corporate leadership process. A second, $12 million 
offerina, for five Massachusetts new construction and substantial 
rehabilitation projects is being completed this month. These 
projects will receive MHFA financing and an array of state 
assistance. The placement effort has been undertaken by a major 
investment banking house as an institutional placement with 
certain corporations. Additional 1988 offerings on tax credit 
developments include a $9 million dollar investment in several 
Rhode Island developments we are currently arranging directly 
with corporate investors. 

Although our corporate marketing efforts are achieving some 
success, the effort and energy required to reach a corporate 
market with tax credit investments in our experience is a serious 
cause of concfcrn. Marketing efforts with an array of 
manufacturing, publishing and high technology corporations have 
seen only limited success. We've found it difficult to overcome 
the hesitation regarding involvement in a new socially sensitive 
investment area - with potential public repercussions should 

?roblems be encountered - as well as resistance to an investment 
n real estate offering essentially fixed returns and no 
significant likely equity appreciation. We*ve experienced more 
marketing success in marketing to financial institutions, most of 
whom have some significant familiariry with real estate and 
housing through mortgage lending or other financing or investment 
activities, and many of whom have a desire to re-invest in their 
local communities and requirements to do so under Community 
Reinvestment Act. 

To provide some sense of the pricing and efficiency of tax 
credit marketing, I*d like to compare the impact on housing 
feasibility of one dollar of rent subsidy funds available for 10 
years and the value of one dollar of tax credits available for 
each of 10 years. First, one dollar of rent subsidy, if used to 
amortize a 10-year mortgage at 11% interest rate, can support 
$5.50 of additional capital. For every dollar of tax credit each 
year for 10 years, we have been able to raise in the neighborhood 
of $5 which provides/ net of transactions costs, a present value 
to the developsent of approximately $4.30. Thus, although the 
tax credit dollars are a somewhat less economic incentive than 
direct subsidies, their value is commensurate with the general 
parameters that hold equity investments to be greater risks and 
to require greater returns than debt. Our tax credit marketing 
has generally been structured to provide rates of returns to 
investors in the 15% to 20% range. 

Ve have not undertaken any efforts to market investments in 
developments utilizing the low income housing credit to 
individuals for two reasons. First, there are still a 
significant portion of the benefits available from tax credit 
investments rnar resuXr trom tax deductions provided due to 
depreciation and interest and other expenses. These deductions 
are not useable by individuals unless they have passive income 
which can be o.'fset by them. In general, there is not at thic 
time a market of significant numbers of individuals who have 
passive income and losses to whom theses investments could be 
marketed. Secondly, the need to market credits only in smjsll 
investments and only to individual investors whose income is 
virtually assured of not exceeding $200,000 over a 10 year period 
represents Kn our opinion an expensive and highly inefficient 
approach • 
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would urg« th« Subcoaaltt«« to ••rloualy con»ld«r way» of opening 
up that »arket for the sake of the low Incone households who 
stand to benefit fron housing which utilizes the credit. 

We have also encountered a significant marketing Issues as a 
result of existing and proposed Federal Reserve Board 
regulations. In the first syndication offerings marketed to 
corporations, we and others have found that one of the strongest 
market segments have been savings banks, which have acquired 
significant proportions of the corporate equity offerings to 
date. This kind of investment is particularly beneficial from 
the federal policy perspective, in that it simultaneously meets 
two federal policy objectives • the primary use of the Low income 
Housing Tax Credit by corporate investors as dictated by the Tax 
Reform Act of 1986, and inveetment by. banks in valuable community 
projects as called for in the Community Reinvestment Act. 
However, the Federal Reserve. Board restricts real estate 
investments by banks in the process of approvinr; the formation of 
bank holding companies. Furthermore, proposed frb restrictions 
(as described in Docket #4-0537) would impose additional limits 
and, if applied retroactively, could force divestment of credit- 
based investments. This could impose severe credit recapture 
penalties, and it has already foreclosed investments by certain 
banks which would have otherwise invested in credit-based 
programs. I would like to urge the assistance of this 
Subcommittee in bringing this matter to the attention of the 
appropriate banking subcommittee so that fair consideration of 
tax and housing policies can be introduced to ensure that the 
strongest corporate market to-date can continue to be utilized. 

C. AgflUigitigrit We have also acquired a 430 unit HUD 
insured development utilizing 1987 tax credits that we are 
currently structuring for corporate placement. From our work in 
structuring this acquisition and financing, we'd like to offer 
some observations on potential use of the low income housing tax 
credit as an incentive for the maintaining of housing that serves 
low income people. 

1. one of the most significant elements in determining the 
viability of the continued use of older federally assisted 
properties as housing for low income households will be the 
extent to which the ••sderal government is prepared to 
continue to provide ital assistance to these developments. 
Without extension of che direct rental assistance provided 
to low income households in so many of these developments, 
their affordability by low income people will not be assured 
and the potential for utilization of the low income 
housing tax credit will not exist. Thus, consideration of 
tax credit utilization on these properties must be combined 
with the design of continued federal rental assistance of 
the type which has now been mandated in the Housing and 
Community Development Act of 1987, but which has not at this 
point been funded. 

2. There is substantial potential for effective use of the 
low income housing credit to deal with the problem of t^e 
so-called "exDirinq use restriction'* properties. The ^aluo 
of the credit is a function of two t.*iingss the percentage of 
units occupied by low income households and the cost of the 
property. In acquisition of expiring use properties, the 
cost is directly based upon the value of the property. 
Thus, it is precisely where one would hope from the policy 
perspective that^ the credit would be of most use - where 
there is a high percentage of low income households and a 
high market value and thus a largo potential for substantial 
displacement - where the credit will be of the most value 
and can be a most valuable tool. 
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It is inportjnt to not*, how«v«r, that th% dintnsions of th« 
expiring unm probltn ar« «o ov«rwh«lning that w« nu«t all hm 
careful to .niure that invemtnent Incentivem are not 
dliproportlonately utilized only on exieting properties at the 
expense of the crucial continuing and expanded production of new 
and rehabilitated housing to serve low incoae households. 

A number of areas of clarification to the credit provisions 
^J^" ^* PJ^o»«lgation Of detailed regulations by the 

IRS. Here it i« essential for Congress to provide continued 
oversight and direction, so that such regulations will conform to 
the intent of the original legislation, one example of a 
potential problem area of which the author is aware relates to 
current discussion of requirements that apartments eligible for 

! ^* available to the ••general public". Conversations 

Vith IRS staff members have suggested that this is to be defined 
so as to preclude credit eligibility for projects developed for 
special needs populations such as the elderly, the handicapped, 
and others requiring special services. Because such populations 
are often the most disadvantaged with respect to housing needs, 
projects oriented to their specific needs should remain eligible 
for credits, similar language has appeared in the tax code for a 
number of years with respect to tax exempt bond financed activity 
and the interpretations there have allowed for specialized 
projects for particularly needy populations. A similar approach 
should be taken with respect to the credit. 

I've tried to summarize for the Subcommittee some of our 
experiences in working to utilize the low income housing tax 
credit and to preliminarily suggest some of the lessons from this 
experience. I'd be happy to continue to work with the 
subcommittee and staff as your efforts to ensure maximum public 
benefit from utilization of the low income tax credit continue. 
Thank you very much. 
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Chairman Rangei*. Thank you, Mr. Clancy, and I will ask staff to 
look into that suggestion. 
Mr. Johnson. 

STATEMENT OF A J. JOHNSON, EXECUTIVE VICE PRESIDENT, 
BEACON CONSTRUCTION CO., NEWPORT NEWS, VA 

Mr. A.J. Johnson. Thank you, Mr. Chairman. Although I'm tes- 
tifying as ah individual, I am also the treasurer of the Council for 
Rural Housing and Development, which has 200 developer and fin- 
ancier members, mcwtly in the development of section 515 Farmers 
Home rental housing. I've also been authorized to speak on their 
behalf. 

My^primary purpose for being here is to urge continuation of the 
tax credit program and to eliminate the sunset provision. TWs has 
beenladdresded by Mr. Clancy, it's been addresseH^by some others. 
But this is an absolutely crucial element of the future success of 
the pr(^am. And, as has ahready been alluded to, anything that 
we begin developing in my company after this June is re^y specu- 
lative in terms of being able to complete the development phases 
and get under construction in time to utilize the tax credit before 
the end of 1989. So really we are beginning to push the sides of 
that envelope in terms of taking lisks which may be unacceptable 
to developers. 

The program has been very successful— I can speak on a person- 
al stan4point for that. We have used it primarily in coiyunction 
with Farmers Home section 515 housing. Even with the Farmers 
Home interest credit, which Vance Clark spoke to earlier today, it 
is the tax credit itself which provides the mcentive for developers 
to proceed with the rural rental housing. It is the interest credit 
which makes it work, but the tax credit which makes it go. 

This program is a perfect example of a partnership between our 
Tax Code and our housing policies, I think which can serve as an 
example for any future codes and future policies which we may de- 
velop in terms of how to develop that sort of partnership to create 
the incentives necessary in order to develop the housing for our 
lowest incomes. 

The best part about the program is that it's targeted— and for 
that reason may be the best overall tax incentive program for low- 
income housmg ever created. And by ''targeted,*^ I mean unlike 
previous tax benefits, as a result of low-income housing, tWs bene- 
fit results only when a low-income family is directly assisted. In 
the old accelerated cost recovery system and previous tax benefit 
systems, a certain percentage of low income had to be assisted in 
order to gain the benefits. With the tax credit, the benefits are on a 
direct unit-to-unit basis, so without assistance to low income there 
is no tax benefit to the developer or the owner. 

The credit itself does spur the production of low-income housing. 
We realized that a philosophical concern of legislators may be 
whether or not a tax credit is necessary in fact to help produce low- 
income housing. And I don't have to tell you or anybody on this 
committee that there are three basic reasons for investing in rental 
housing: cash flow, appreciation or the possibilities of future 
growth, and tax benefit. 
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. W^ll, with Govemment-r^ulated low-income housing, cash flow 
is limited. We are going all through the prepayment issue, so we 
know the issue of prepaying on loans and looldng at future growth. 
So essentially that brings us down to tax benefits, which are the 
only nugor factor as an incentive in the development of law-income 
housing for e developers. 

And' we have to addree^ whether or not the actual ne<His as they 
exist today justify the cost of this tak credit pn^ram. We have cur- 
rently in the countiy 1 million families on subsidized waiting lists; 
This, as an individual developer, is a number Ivhave trouble con- 
ceiving of, biit in iny own case we have 779 subsidised housing 
units currently. I have 1,063 people on the waiting list for that 
housing. Based on our rate of turnover, these people will wai* 4% 
years before I can house them. Nationwide we have an additional 
12 million poverty-level families needing housing assistance^ Soine 
of you being from Washington may be familiar with Virginia. 
Beach, which is a fairly well-known nearby tourist area. There are 
200 outhouses in Virginia Beach. You don^t see them when you go 
to the beach, but they are there. In northern Virginia you need an 
income of $35,000 a year to be able to afford your average two-bed- 
room apartment-rthat's $17 ah hour* We have to wonder what the 
$8-asi-hour worker does. We know a lot of them sit on waiting lists, 
hoping that one day they will get a chance to have a decent; place 
to live. 

And then we have our hidden shame in Virginia, which is our 
rural housing problems. No bathrooms, lack of insulation, lack of 
heat. These coiiditions are real, they exist now* A Sunday drive on 
any of our State's back roads will clearly show you the extent of 
this condition. 

I think. Chai r man Rangel, that you could probably identify it 
with the conditions that exist within your own district. Within the 
rural areas of Virginia you will.see the same conditions— they are 
just more spread out. 

So we believe that the need does justify the cost, and that is as- 
suming that we believe that families have the right to expect the 
opportunily for some decent housing. And I think that a compas- 
sionate nation has to find a way to decently house its poor, and*^ 
this is certainly a step in the right direction. 

The credit itself is very effective. As I said, we have seen it work. 
We have developed to date four low-income housing credit projects 
with a total of 151 units; we have another 16 in development. It 
may not be a large number, but each one of those is rented to a 
low-income resident. All are Farmers Home section 515. The 
income averages range from $10,830 a year to $15,690 a year. This, 
by the way, is 1^ than the averse tenant incomes for Farm 
Home projects we developed previously under the old ACRS 
system. The credit works because it's valuable to investors. They 
will pay a fee to developers in return for that credit. 

I've included in my written testimony a complete example of the 
economics of how the credit works for a developer. 

Although we are basically pleased with the program, there are 
some suggested ways it could be improved. Many of those have 
been discussed earlier, so I will be very brief on those. 
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First we encoiirage you to speedily adopt the technical correc- 
tions bill, which will make the program more feasible in low- 
income areas by gomg to State median: incomes as oppc«ed to the 
lower rural incomes. 

We also request that that technical corrections bill be approved 
quickly to help reconcile the requirements of the tax credit provi- 
sion with the problems that occur when section 8 subsidy is avail- 
able on a complex. 

We would also suggest adding a third income test for qualifica- 
tion, and that would be to add, in addition to our 20/50 and 40/60 
standard, a 60/80 standard, where 60 percent of the units had to be 
occupied by people at 80 perdent of median income. This again 
would be a method of assisting those very-low-income rural coim- 
ties and the states with low median incomes. 

We would also suggest using a sliding scale of credit percentages 
to encourage the lowest income occupancy possible. And here, for 
example, the 20/50 standard could use a 5- or 10-percent credit, the 
40/60 standard a 4-percent or 9-percent credit, and if the 60/80 
standard were used, then a 3- or 8-percent credit could be used. 

And we would also urge you to eliminate the cap on investor 
income while retaining the $7,000 limit on use. This would broaden 
the market of investors, especially for upwardly mobile individuals 
who now fear possible future tax liabilities if they use the credit. 

In closing, Fd like to commend you. Chairman Rangel, for hold- 
ing these hearings, and also for your well-known concern about our 
rural housing situation, even though that's not your specific con- 
stituency. And to let you know that the Coimcil for Rural Housing 
Devdopment is prepared to work with you and your staff in any 
way in making this low-income housing credit program much more 
workable. 

Fd like to thank you, and Fd be happy to answer any questions. 
[The statement of Mr. A J. Johnson foUows:] 
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TESTIMONX OF A^J, JOHNSON 

Before Subccumittee on Select Revenue Measures 
Co^Tunittee- of Ways and Means 
House of Representatives 



March 2, 1988 

My name is A.J. Johnson. I am the Executive Vice President 
o£ Beacon Construction Company, Newport News, Virginia. I am 
testifying m my individual capacity, although I serve as 
Treasurer of the Council for Rural Housing and Development, an 
organization of over 230 developers and financiers of projects 
under the Farmers Home Section 515 program and am authorised to 
say that the recoraroendations in my testimony reflect those of the 



Continue the Tax C redit Program 

For reasons spelled out in depth in my testimony, i believe 
the tax credic program has been a successful one, especially in 
rural areas where it can be combined with the Farmers Home 
Section 515 interest subsidy program. As stressed later in my 
testimony, the Section, 515 subsidy alone would not induce 
development of rural housing as the benefit of the 1% interest 
rate is passed entirely through to the tf 'ant. It is the tax 
incentives through the credit that impell the developer to 
participate in the program and that is why it is essential that 
the program continue. So first, wc urge that Congress eliminate 
the 1989 sunset provision on the credit and make it a permanent 
program. For the reasons so well set forth in the testimony of 
Stephen Ross, m 1988 at the least Congress should extend the 
sunset date by one year pending permanent action to be taken in 
19S9 . 

The Prooran jg Highly Targeted 

Now let us examine in depth why Congress has the opportunity 
to preserve what may be the best overall tax incentive yet 
developed for low-income housing. By best, I refer to the fact 
that the low income housing credit (LIHC) is the first low-income 
housing tax program linked directly to occupancy by low-income 
families on a unit by unit basis. 

Prior to implementation of the LIHC (January, 1987) primary 
tax benefits for low-income housing were achieved through the use 
of the Accelerated Cost Recovery System (ACRS). This rapid form 
of depreciation allowed developers of low-income housing to 
write-off" the cost of improvements for a lew-income project in 
15 years, on a "double declining balance" basis. This method 
allowed very high deductions in a project's early years. 
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From an investor's point of view, the ACRS method had 
another major advantage. To qualify as low-income, a resident 
only had to have an income at or below 80% of the area median 
income; only 20% of a project's units had to be occupied by low- 
incorae residents in order to qualify for ACRS treatment. As long 
as a developer accepted some limit on return and a cap on rents, 
it was possible to develop an apartment complex where 80% of the 
residents were not low-income and still enjoy full benefits of a 
low-income development. 

Unlike ACRS, the LIHC may only be claimed on a rental unit 
which is actually occupied by a low-income resident. It is a 
"people" based tax benefit, as opposed to a "project" based 
benefit. An example will clariify how this difference works. 

Example ; Assume a 100 unit rental complex with a dep* 'iciable 
basiS'Of $3.7 million. The developer intends to 



designate 20 units for low-income occupancy. Onder 
ACRS, the owner would be entitled to full, 15-year 
depreciation benefits on the entire 100 units. Using 
the declining balance method of deprecia^ion, the first 
year deduction would be $493,333. Assuirmg today's 28% 
tax bracket, tax savings would amount to $138,133. 

Under LIHC, the 20 low-income units <20% of the 
project) would have to be occupied by families with 
incomes at or below 50% of median {the 20/50 test). The 
20 units under ACRS would have to rent to families at 
80% or less of median. Also under LIHC, tax credits 
could only be taken for the 20 units actually occupied 
by low-income resideats* The remaining 80 apartments 
receive no special tax consideration. With the $3.7 
million basis, e^ich unit has a basis of $37,000. If 
the project were conventionally financed and the 9% 
credit were used, each unit would be entitled to $3,330 
annually in credits for 10 years. The annual credit 
for the 20 units would be $66,000. If the project had 
tax-exempt or other federally assisted financing, the 
4% credit would be $29,600 per year. Both are 
obviously much less than the first year ACRS benefits. 
Carrying the two methods forward to their end result 
shows that under ACRS, total 15 year tax benefit would 
be $1,036,000. Using a 9% LIHC provides 10 year tax 
relief of $666,000, while the 4% LIHC allows credits of 
$296,000 over 10 years. 

In short, the LIHC program would cost the federal 
government from $370,000 to $740,000 less in lost tax 
r 'enue than ACRS, while providing housing for lower' 
income families than required under ACRS. Tax benefits 
to the LIHC project only increase if the actual number 
of low-income tenants increases. 
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It is also worth noting that the LIHC program is the only 
tax-benefit program which gives developers an incentive to 
provide private subsidies to low-income families. This happens 
due to the fact that under LIHC, the maximum gross rent a^ tenant 
can pay is 30% of the maximum eligible income, by family size. 
If a project's economic gross rent (the rent required to operate 
the project and pay off the mortgage) is higher than the 30% 
level, as is often the case in Farmers Home Section 515 projects, 
the developer must pay the dif f ert^nce between the two rent 
levels, if he wants the tax credit. This is, in effect, a tenant 
subsidy paid by the. owner. If the difference between the two 
rent levels is not excessive, the value of the tax credit is sucn 
that it is worthwhile to the developer to provide the subsidy* 
My' own company has structured a project in exactly this manner on 
the Eastern Shore of Virginia, in which we return approximately 
$800. per month to residents in order to qualify for the tax 
credits; 

Credit as wecessa rv Sour to Low Income Production 

A major philosophical concern of legislators may well be 
whether or not a low-income housing tax credit is necessary to 
spur production of affordable rent.il housing. The best way to 
address this question is a brief look at the reasons, or 
incentives, for developing rental housing.^ 

Historically, there have been three basic reasons for 
investing in rental housing. Those are (1) cash flow or return 
on investment; (2) appreciation in property value; and (3) tax 
benefits* 

Due to the limited return of cash in low-income housing 
(because of government regulation), cash flow is not generally an 
incentive for developing affordable rental housing. Likewise, 
government requirements to maintain low-income housing status for 
a long period of years are a major inhibition against investing 
.in such housing for its growth potential. This essentially 
leaves tax benefits as the 9nly effective incentive for 
investment in low-income housing. Simply put, without tax 
benefits of a significant nature, the development of affordable 
rental housing will come to a virtual halt. 

Understanding that tax benefits are necessary to the 
development of low-income housing does not address the 
essentiall political question of whether or not the cost 
involved in providing tax benefits for such housing is justified 
by the actual need. A few very stark facts may help answer that 
question. 

In the past seven years, housing assistance for the poor has 
dropped from $30 billion a year to $7 billion (a 77% reduction). 
At the same time, the poverty level now encompasses 13.6% of our 
population. One million families are now on waiting lists for 
subsidized housing. As an individual developer, it is hard to 
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even fathom a need of that magnitude. I am overwhelmed by our 
own situation, which is insignificant when viewed as part of the 
"big picture." My company currently maintains 779 low-income 
apartments. For those units, we have a waiting list of 1,063 
families, with the rate of turnover we experience, people on 
this list will wait an average of 4.5 years to occupy one of our 
apartments. These are rea^ families with real needs, facing more 
years of inadequate housing. 

Across the country, another 12 million poverty-level 
families need housing assistance. Too many of the^e are totally 
homeless, and'these homeless are not just individuals. The U.S. 
Conference of Mayors estimates 30-40% of the nation's homeless to 
be families* 

Again> numbers of this magnitude are difficult to 
comprehend. Of a more personal, immediate nature, the affluent 
city of Virginia Beach, Virginia still has over 200 outhouses. 
The tourists don*t see them, but they are there. In Northern 
Virginia, an average two bedroom apartment rents for $800/month. 
An income of $35,000 or more per year is required to afford such 
housing with any degree of comfort. This equates to an hourly 
wage of $16.83. What does the $8.00 an hour worker do for 
housing? Many of i^cm sit on waiting lists. 

In Tidewater, Virginia we watch as hundreds of low-income 
housing units are demolished for new development, with no 
affordable housing built to replace those lost. Finally, we see 
perhaps our greatest "hidden" shame - our rural h^^using 
conditions, where too many people live without bathrooms, 
insulation, or heat. These conditions are real; they exist now, 
and on a Sunday drive on our state's back roads clearly shows 
their extent. 

' So, the answer to whether or not need justifies cost depends 
on whether or not we believe families have the right to expect 
the opportunity to have a decent place to live. My own opinion 
and deeply held belief is that a compassionate nation must find a 
way to decently house its poor, and that the need more than 
justifies the cost to do so. 

Credit an Effective Tool 

Although only in existence for a relatively short period of 
time, it is clear that the tax credit is an effective tool in the 
development of low-income housing. From our own experience, we 
can state emphatically that the program works in our nation's 
rural areas. 

To date, we have completed and rented four complexes 
utilizing the LIHC. These four projects contain a total of 151 
housing units, all of which are occupied by low-income, tax- 
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credit eligible families. All four developments are located 
within different Virginia localities {Accomack County, isle of 
Wight Countyr James City County, and the City of Franklin). 

The average incomes for families in these projects ranges 
from $10,830 for single individuals to $15,690 for four person 
families. 

Each job is further assisted by a FmHA Section 515 loan and 
Interest Credit Agreement. None of the residents receives a deep 
subsidy, such as Section 8 or Rental Assistance. A demonstration 
of the effectiveness of the LIHC program is the fact that in 
other FmHA Section 515 complexes which we developed under the 
ACRS system, average incomes range from $12,500 to $16,500. This 
represents an income level up to 15% higher than that achieved 
under the tax credit program.. 

The basic reason for, the early success of this program is 
that the tax credit is valuable to investors. Since developers 
build the projects which use the credits, this value to investors 
is passed through to the developer in the form of development 
fees. The following example of the economics of a tax credit 
project illustrates this value. 

EXAMPLE 

Assumptions: 

1. FmHA Section 515 Rural Rental Housing Development of 40 
units in Coun\:y with median income of $22,500. 

2. Total Development Cost: $1,440,000. 

3. Land Acquisition Cost: $100,000. 

4. Tax Credit Basis (#2 minus #3): $1,340,000 
($33,500/unit) . 

The annual tax credit amount for all 40 units (assuming 
eligible occupancy) is approximately $53,600 (4% of $1,340,000). 
This would provide $536,000 in tax credits over a 10-year period. 

Since the developer cannot use more than $7»j00 per year in 
tax credits (zero if his income is over $250, 000/year) , the 
credits will be marketed to investors through a syndicator. The 
syndicator assembles an Investor Limited Partnership, which pays 
a development fee (plus syndicator commission) in order to buy 
into the project. In return for this development fee, the 
investors receive 99% of the tax credits and a portion of cash 
flow and residual earnings. 

The amount of fee paid to the developer is negotiable, but 
will range from 17% to 18% of the tax credit basis ($1,340,000 in 
this case). Based on this, the developer can expect to receive a 
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fee of $228,000 - $239,500, payable to the developer either in 
four payments over one year or in four to five annual payments. 
The faster the developer receives his money, the less money he is 
likely to receive, due to the time value of money. 

In this example we assume a payment schedule of four annual 
payments and a fee of $239,500. In return for this fee, the 
developer must deliver a complete project, rent all 40 units to 
eligible families, and guarantee that the project is well managed 
and remains tax-credit eligible for up to 15 years. 

Accordingly, in our example, the developer will receive an 
annual $60,000 fee for four years. Of course, this fee does not 
go entirely to the developer if he has to make the internal 
subsidy described in the footnote to my prepared testimony! 
addition, the fee must compensate the developer for the out of 
pocket costs and year to two years of effort that it takes to put 
one of these projects together. In addition to the usual 
development hurdles of obtaining properly zoned land, assuring 
construction costs that make the project feasible and the other 
myriad details of developing a project, the developer, under the 
Section -»15 program, must deal with an ever-increasing list of 
governmental requirements and increasingly arduous FmHA 
processing requirements. Of crucial importance, our developers 
fees must not only cover the cost of the projects that succeed, 
but also must cover our bverhe d cost on the many projects in 
which we invest a great deal of time and effort and for one 
reason or another do not go forward. Bottom line, the fee a 
developer receives on a tax credit project is most reasonable and 
well-earned. 

On a FmHA Section 515 project, and with most other decent 
low-income housing, the low rents and limited investor return 
make the syndication of tax credits the only viable incentive for 

•^Turning to the project income side, the median income of 
$22,500 results in a maximum gross rent for a family of four of 
$338.00 per month, if the 40/60 test is used (60% of 22,500 
divided by 12 months multiplied by the maximum rent contribution 
of 30%),. Gross rent represents rent plus utilities. If the 
economic gross rent (rent required to pay operating expenses, and 
mortgage debt) for the unit to be occupied by this four person 
family is $350.00 per month, the developer must reimburse the 
tenant $12.00 per month. Assuming that 30 of the 40 units fall 
into this category, the developer would be subsidizing tenants 
$360.00 per month or $4,320.00 in the first year. 

Inasmuch as the applicable median income is likely to rise faster 
than economic gross rents, the developer should be able to reduce 
the required subsidy on an annual basis. If the gap between 
allowable tenant rent and required project rent is reduced by 
$3.00 each year for four years, the total required subsidy will 
be $10,800. This is acceptable in return for a development fee 
of nearly $240,000, 
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development. For example, return on a Section 515 development is 
limited to 8% of owners equity* In the sample project cited 
above, the project would require an equity investment of $43,200 
'{3% of total development cost). The developer can earn a maximum 
of $3,456 (8%) per year on this equity* For difficulties and 
risk involved in developing such a project, a bank Certificate of 
Deposit would be a more desirable place for the $43,200, and 
would earn the same 8%. 

Let me again emphasize that the 1% mortgage for fifty years 
available on a Section 515 project provides no direct financial 
benefit to the owner, other than to make the project affordable 
to low-income rssidents. All savings from mortgage reduction are 
passed through to tenants in the form of lower rents* If a 
tw-nant has a high enough income to pay more than the basic rent, 
such excess payments are called "overages" and are returned to 
FmHA as interest on the loan* 

Suggested Improveme nts to the Credit trogram 

Although we are generally pleased with the tax credit 
program, some changes are necessary* 

First, in many rural areas, developers are iiaving serious 
trouble with the incoms limits of 50 or 60% of median, because 
many county medians are extremely low* Accor<iingly, we are 
pleased that in both the House and the Senate Finance Co.mmittee 
versions of the Technical Corrections Bill, owners would be 
allowed to base income either on county income or statewide 
income, whatever is higher. We urge speedy adoption of the 
Technical Corrections Bill containing this crucial change to 
housing rural America* 

Second, there needs to be reconciliation between 
requirements of the tax credit provisions in the Internal Revenue 
Code and Farmers Home rules under Section 515* Often in Section 
515 projects there is a deeper subsidy to the tenant, called 
"rental assistance*" Under the authorizing statute for that 
program, a tenant must pay 30% of actual family income, and the 
subsidy covers the rest of the rent* However, under Section 42 
of the Internal Revenue Cede, the tenant r^nt is capped at 30% of 
either 50% or 60% of median, regardless of ^he family's income* 
Accordingly, if there is an increase in the family's income, the 
Farmers Home rule requires the tenant to pay a uigher rent than 
authorized by Section 42 of the Internal Revenue Code. Agaiii, 
the Technical Corrections Bill as passed by the House and 
reported by the Sen?**«» Finance Committee would cure this program 
inconsistency by permiccing rents to increase to 30% of actual 
tenant income in situations such as these* 

Third, Congress should consider a third income test for 
project qualification* In addition to the 20/50 and 40/60 
standards, a 60/80 test should be allowed. Using this standard, 
at lease 60% of the units would have to be o^'^'^pied by families 
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at 80% or less of median income, adjusted for family size. There 
is a good deal of statutory and regulatory precedent for using 
80% of median as a low-income level, and its use would enhance 
the feasibility of the tax credit in states with low median 
incomes. 

Fourth, to encourage provision of units to the lowest 
possible incomes. Congress should create a "sliding scale" of 
credit percentages based on the income limit used. For example, 
the 20/50 standard could be entitled to a 5% or 10% credit; the 
40/60 could use the current 4% and 9%; and, the 60/80 test could 
utilize 3% and 8%. 

Fifth, we believe that fhe $200,000 per year income cap on 
those who can receive full ust. of the credit should be 
eliminated. This would greatly broaden the market for the 
credits especially among those individuals who, while not at the 
$200,000 level now, fear that they soon will be. As we recommend 
retention of the $7,000 limitation on use of the credit by a 
taxpayer, we do not think that elimination of the $200,000 income 
level will lead to the alleged tax shelter abuses that impelled 
the major reforms in the Tax Reform Act of 1986. 



Mr. Chairman, we commend you for having this hetiring, and 
especially the interest that you have shown in the housing 
problems of rural areas which we realize is not your particular 
constituency. Speaking now on behalf of the Council for Rural 
Housing and Development, we stand ready to work with you and your 
able staff in the efforts necessary to both extend and enhance 
the tax credit program. 
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Chairman Rangel. Let me thank the three of you. Whatever 
limited success we are having, it's because of the cooperation and 
the commitment of developers to assist us in refining the law, at 
least improving upon it. We have a lot more to do, and the worst 
possible atmosphere to do it in. What we are talking about today 
flies in the face of tax reform. The things that we are doing is what 
the administration and many Members of Congress, including 
myself— we would like to believe that everybody pays their fair 
share of taxes and not be able to find shelters. By the same token, 
when we don't have any other housing policy and there is no other 
way to provide it» then the problem is how much do you give in tax 
incentives and what do you get back for it, and whether the target- 
ed constituency is going to receive shelter. 

There's always an apprehension with Treasury that developers 
are asking for too much and are providing too little. 

But I do think the imderstanding that we have limited resources 
to work with has brought a sincerity and a dedication and a part- 
nership among the private sector to work with the Congress and to 
work with HUD and to work with cities and states that are able to 
provide other types of subsidies, to get a package that would pro- 
vide for more housing. It's just imbelievable how the administra- 
tion can say we have no housing shortage when so many people are 
just left out in the cold. 

In any event, the bad news is that it's a rough atmosphere to leg- 
islate in. The good news is that there has to be an improvement 
next year. So I hope that while we are trying to perfect what we've 
got, that you might try to think of ways that are less costly, be- 
cause the deficit is going to still be with us next year— and whether 
we are talking about tax incentives or whether we are talking 
about direct subsidies and grants, I hope that you allow the Con- 
gress, through this committee, to get the benefit of your thinking 
as to how we can do a better job if there is a change in the political 
atmosphere we have to work with 

I want to thank you. We will leave the record open in case there 
are some things you want to mention that you did not mention, 
and staff is aware of your recommendations and we are going to do 
the best that we can under the climate that we have to work in. 

And I want to thank you for your contribution today, but, more 
importantly, over the last few months that we've had to work to- 
gether. 

Our last panel includes the Federal National Mortgage Associa- 
tion; Larry Dale is the senior vice president (multifamUy activities). 
Andrew Ditton is the vice president of Local Initiatives Support 
Corp., Chicago, 111. F. Barton Harvey HI is deputy chairman of 
Enterprise Foundation of Columbia, Md., and Steve Ross from New 
York is the president of Related Companies. 

And I would just like to say at the outset that we would not be 
where we are today if it was not for your input and your work, and 
we appreciate your support. I'm anxious to hear your testimony. 
Your entire statement will be placed into the record. 

And, Mr. Ross, you may proceed. 
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STATEMENT OP STEPHEN M. ROSS, PRESIDENT, THE RELATED 
COMPANIES, INC., NEW YORK. NY 

Mr. Ross. Tm the founder and chief executive of the Related 
Companies located in New York City, with offices in Miami and 
iioston. 

For over 15 years Related has been active in raising equity for 
and developing low- and moderate-income housing. We have raised 
over $400 milUon in equity to finance in excess of 45,000 imits of 
low* md moderate-income housing. 

Through public partnerships we have purchased in excess of $850 
million in tax-exempt housing boiids. As a developer, we have built 
over 100 low- and moderate-incorie projects, representing in excess 
of 12,000 units. 

Finally, we are proud of our recent role as the first developer of 
afTordable housing in New York City, built under the inclusionary 
zoning in section 421(a) tax certificate program. Some of these 
properties are located in your district, Mr. Chairman. 

Ctf relevance today is the fact that we have sponsored liberty tax 
credit plus, an offering of equity interest in projects receiving the 
low-income housing credit. We initially sought to raise $40 mBlion 
with the right to increase the offering to $80 million. At this time I 
am pleased to report that we have sold 13,000 shares to 7,000 inves- 
tors, and have raised over $65 million. While that amoxmt may 
seem laige, it represents 

Chairman Rangel. Would you tell us how you did that? 

Mr. Ross. We did that through a joint offering with Shearson 
Lehman Hutton, and we have raised that money in approximately 
7 weeks. 

While that does seem large, it only represents 4 percent of the 
$1.4 billion of potential 1988 tax credit investments. 

Because we are so deeply involved in this tax credit program, we 
first want to commend you, Mr. Chairman, for holding these hear- 
ings. 

Tax reform has often been judtified as a weapon in the fight for 
social reform. Important business efforts can be stimulated by tax 
incentives. Tax poliqr as a factor in housing development is a con- 
sistent thread implementing social goals since World War H. There 
is now an opportunity to harness the business community to 
pursue similar social goals with dynamic and flexible tax policies. 
We believe that the tax credit pro-am is basically a sound way to 
meet some of the low-income housing needs in this country, which 
in your very apt words have gone from bleak to frightening. 

I don't believe that the tax credit program alone, though, is suffi- 
cient to meet our low-income housing needs. However, the tax 
craiit program is a necessary adjunct to any new housing program. 
It is essential that it continue and be modified to make it work 
even better. 

Although the tax credit program was slow to get started in 1987, 
it seems to be off the ground, as evidenced by the following. 

First, there has been the beginning of an acceptance of the pro- 
gram by a new group of generally middle-income investors. Even 
with the current income cap on investors, we have managed to find 
market buyers for our tax credit offering. 
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Second^ the development community has started to become in- 
volved with tax credit projects. However, we are finding very 
uneven results as we attempt to locate feasible i>rojects around the 
countxy. In many areas, low*income housing projects simply do not 
work due to high construction^ costs and/or Tow median incomes. 

I wUl address proposed solutions to these problems later in my 
testimony. 

It seems a shame that this program is not working in some of the 
veiy areas which have the great^t need for low-income housing be- 
cause of thfi cost-income relationships. 

Considermg the fact that the tax credit pro-am represents an 
entirely new concept of utilizing the Internal Revenue Ciode to 
assist low-income housing, Congress took a remarkably good first 
step in structuriiig the credit. However, because of time constraints 
during the 1986 legislative consideration of the tax credit, it was 
impossible to foresee every problem so as to structure a perfect pro- 
gram. For that reason, let me suggest some very needed changes. 

First, to broaden the market for the tax credit, I suggest that the 
income cap of $200,000 to $250,000 be modified. At the very least, a 
person who purchased a tax credit obligation when he or she was 
eligible, that is, earned under $200,000, should be grandfathered to 
be able to use the credit during its 10-year xife, regardless whether 
the income increases over the $200,000 limit at any time during 
this 10-year period. This would not be as satisfactory a solution as 
removing the income cap alt<^ether. If we are to encourage nearly 
1.4 billion a year of private investment in low and moderate- 
income housing through the tax credit program, it is necessary to 
broaden the eligible investor base. Removing this limit would not 
do violence to the principle guiding the 1986 act of eliminating 
shelters that allow wealthy individuals to escape all or most of 
their taxes, because the $7,000 use limitation by the taxpayer rep- 
resents only a small fraction of a wealthy person's tax liability. 

Second, we have a great problem in making the credit work in 
areas with high construction costs and low or average median in- 
comes, such as New York City. It is ironic that the income limit of 
50 or 60 percent of median income make it unworkable in areas of 
the greatest need, such as New York. 

It is here relevant to note that the same income limits are appli- 
cable in the case of tax-exempt multifamily bonds. In that regard, I 
served as chairman on an advisory panel on affordable housing to 
Senator Alfonse DV^mato, and we recommended that in areas such 
as New York a new income formula be utilized relative to the mul- 
tifamily bond program which would compare area construction 
costs and median incomes within a given area to the national 
standards so as to increase the median income levels to reflect in- 
creased local construction costs. That formula is set forth in my 
written testimony. 

Third, under the present law the state agencies have the discre- 
tion to lower the credit percentage from the approximate 9 or 4 
percent annual levels prescribed, but they do not allow the State 
agencies to have the discretion to raise these percentages if it is 
necessary to make a project feasible, particularly in areas with low 
income, which are therefore not able to generate the necessary 
rental to cover the debt service and operating expenses. The agen- 
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cies shoixld have this discretion, and it would cost the Government 
nothing. 

Fourth, California and other States have adopted State low- 
income housing tax credit programs that parallels the Federal 
credit. Such State credit programs or similar State subsidy pro- 
grams should be encouraged by the Federal Government. One way 
to do so would be to giye extra credit allocations to those States 
which either adopt a State tax credit program or a State subsidy to 
achieve the same result. 

Finally, as you are aware, the tax credit pr^;$fam sunsets on De- 
cember 31, 1989. In other words, we are nearly one-hsdf way into 
the 3-year life of the credit program. The sunset date, though, has 
some very disturbing implications to both developers and debt or 
equity "financiers. Anyone planning a hew coiStiiictioh oFsubs^ 
tial rehab project now must seek 1989 credit allocation. It is virtu- 
ally impossible to start now oh c project that would be placed in 
service by December 31, 1988, and thus qualify for the 1988 credit. 
Howevir, in about 6 to 8 months, or say ir the fall of 1988, in 
many cases it will be too late to begin the planning of units to be 
placed in service by the end of 1989. Certainly by this time next 
year, no rational builder or developer would be expending any 
effort on a 1989 project; in other words, all credit activity will come 
to a halt under present law, as no one has any assurance tihere will 
be tax credits available for projects placed in service in 1990. Ac- 
cordingly, what Congress thought was a 3-year program will really 
be a 2-year program at the very most. 

Another important reason to act affirmatively now is to show 
that Congress really believes in the credit. In response to our sell- 
mg efforts, we have met repeatedly with *he question from individ- 
uals v/ho have seen the 1986 Tax Reform Act impair their ability 
to take losses, whether Congress might take away the benefits of 
the credit before the 10-year period is over. 

Although one Congress cannot bmd a future Congress in this 
r^ard, a very good way to reassure these individuals of congres- 
sional support of the credit is to extend its sunset date. 

For these reasons, I strongly suggest the Congress extend the 
program for at least one more year. 

^Mr. Chairman, my written testunony sets forth those suggestions 
with regard to technical corrections which I feel are important to 
be corrected as soon as possible. 

Although my testimony is on technical tax, business, and legal 
issues, we cannot afford to forget that vital social needs motivate 
these tax programs. A free and productive society cannot maintain 
itself with millions of its citizens and their children either without 
adequate, decent housing, or actually homeless. The stability of 
America's future is at stake. Tax policies are fundamental toofc to 
inspire the partnership of business and government. 

Responsible developers, together with creative legislative leader- 
ship, can help break the cycle of poverty which contributes signifi- 
cantly to the deteriorating housing atock. 
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The moral fiber of this g^eneration of busmess and government 
leaders will be tested by tms challenge. It can be our legacy for a 
better world. DeceD"; housing affords decent people an opportunity 
to have a stake in America's stability. 

Thank you. 

[The statement of Mr. Ross follows:] 
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TESTIMONY OF STEPHEN M. ROSS, PRESIDENT 
TBE RELATED COMPANIES 

BEPORE THE SUBCOMMITTEE ON SELECT REVENUE MEASURES 
COMMITTEE ON tfAYS AND MEANS 
UNITED STATES* HOUSE OP REPRESENTATIVES 



My name is Stephen M. Ross. I am president and Chief 
Executive officer of The Related Companies, inc. of New York 



By way of background, for over fifteen years Related has 
been extremely active in. raising both equity for and developing 
low and moderate Income projects. We have raised $400, 000,000 in 
equity in both the private and public market for investment in 
low and moderate Income housing, financing in excess of 45,000 
units of housing. In addition, through a series of public 
partnerships, we have purchased in excess of $350,000,000 in tax 
exempt bonds to finance the development of some 40 projects. In 
another role, we have developed over 100 low and ooderate income 
projects representing in excess of 12,000 units jt subsidized 
housing. Additionally, we have developed six bond financed 
projects, including three in New* York City. We are proud of our 
role as the first developer of affordable housing in New York 
City under the inclusionary zoning and Section 421(a) tax 
certificate programs* 

Of relevance to the hearing today, one of our subsidiaries. 
Related Capital Corporation, is serving as a co-sponsor with 
Shearson Lehman Button of a publicly syndicated offering of 
equity interests in projects receiving the tax credit under 
Section 42 of the Internal Revenue Code. In the offering, we 
initially sought to raise $40,000,000 with a right to increase 
the offering to $80,000,000* At this time, I am pleased to 
report that we have sold 13,000 shares of the partnership 
(formally called Beneficial Assigned Certificates] to 7,000 
investors for a total raise to date of $65,000,000, which, 
however, represents only 4t of the $1.4 billion of potential 1988 
tax credit investment. 

Because we are so deeply involved in the tax credit program, 
we first want to commend you, Mr. Chairman, for holding these 
hearings. Bottom line, we believe that the tax credit program is 
basically a sound way to meet soae of the low income housing 
needs in this country which In your very apt words in the notice 
for this hearing have "gone from bleak to frightening." This is 
not to say that the tax credit prograr sufficient to meet our 
low income housing needs, especially i jhe area of new housing 
production, but a new large scale production program is more 
properly addressed in housing legislation which I understand will 
be considered next year. However, as the tax credit program is a 
necessary adjunct to any new housing program, it is essential 
that It continue and be modified to make it work even better. 

The Program is Now o ff the Ground 

I am sure you are familiar with the fact that in 1987 only 
about one-fifth of the nation's credit allocation of $300 million 
was utilized, this can be explained in part by the time that it 
has taken the development community and concerned professionals 
to become familiar with this intricate and complex tax program. 
However, the program now seems to be off the ground as evidenced 
by the following s 

First, there has been the beginning of an acceptance of the 
program by a new group of generally middle income investors. As 
you are aware, a taxpayer can only utilize the credit against 
about $7000 of hi;: tax liability and only taxpayers with an 
adjusted gross income of less than $200,000 can fully utilize the 
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credit with the benefit phasing out completely at the $250,000 
income level. Even with these strictures, we have managed to 
find market buyers for our tax credit public offering which I 
have Indicated represents only 4% of the potential 1988 
Investments; however the modifications discussed below are needed 
to obtain the necessary broad scale market required to place $1.4 
billion of potential tax credit Investment. In addition to our 
offering, I am aware of at least seven other public offerings and 
several private placements of tax credit Investments, and 
generally there is a growing market acceptance of this 
investment. 

Second, the development conmunlty Is also starting to become 
Involved vlth tax credit projects. However, we are finding very 
uneven rebults as we attempt to locate feasible projects around 
the country; in many areas, low-income housing projects simply do 
not work due to high construction costs and/or low median 
Incomes. I will address proposed solutions to these problems 
later in my testimony. It seems a shame that this program Is not 
working In some of the very areas which have the greatest need 
for low-Income housing because of cost-income relationship. 

Sogg Changes Are Heeded To MaVe The Program F ullv Effective 

Considering the fact that the tax credit program represents 
an entirely new concept of utilizing the Internal Revenue Cede to 
assist low incoae housing. Congress took a remarkably good first 
step in structuring the credit. However, because of time 
constraints during the 1986 legislative consideration of the tax 
credit legislation, it was Impossible to foresee every problem so 
as to structure a perfect program. For that reason, let me 
suggest some very needed changes. 

First, to broaden the market for the tax credit, I suggest 
that the Income cap of $200,000 to $250,000 be modified. At the 
very least, a person who purchased a tax credit obligation when 
he or she was income-eligible. I.e. under $200,000, should be 
"grandfathered"* to be able to use the credit during Its ten-year 
life, regardless of whether their Income raises over the $200,000 
limit any time during the ten-year period. 

This would not be as satisfactory a solution as removing the 
Income cap altogether. If we are to encourage nearly $1.4 
billion a year of private investment in low and moderate Income 
housing through the tax credit program. It Is necessary to 
broaden the eligible Investor base. 

Removing this limit would not do violence to the principal 
guiding the 1986 Act of eliminating shelters that allow wealthy 
individuals to escape all or most of their taxes. Because of the 
$7,000 use limitation by a taxpayer, only a small fraction of a 
wealthy person's tax liability would be eliminated through the 
low Income housing tax credit. 

Second, we have a great problem In aaklng the cxredlt work In 
areas with high construction costs and low or average median 
Incomes, such as New York City. It Is Ironic that the Income 
limit of 50% or 60% of medlar* taake It unworkable In areas of the 
greatest need, such as New York. It Is here relevant to note 
that the same Income llmlLs are applicable In the case of tax- 
exempt multlfamlly bonds. In that regard, I served on an 
Advisory Panel on affordable housing to Senator Alfonse D'Amato, 
and we recommended that In areas such as New York, a new Income 
formula be utilized relative to the multlfamlly bond program 
which wc-ld compare area construction costs and median Incomes 
within a given area to the national standards. We developed a 
formula th'"t Is set forth In the appendix to my testimony. Our 
panel engaged Dodge Data Resources, Inc. to help establish a 
nationwide construction Index, and we found that the cost of 
constructing multlfamlly housing in New York City is 1.54 times 
the average nationwide cost, while our median Is just about the 
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same as the national sedian* Accordingly, under the foraula, tus 
50% of median incoae lisitation would be increased by 54t# so 
that in New York City the equivalent qualifying incoae would be 
77%. The same mechanism should b« used for the tax credit as 
well as for multifamily bonds to make both of these necessary 
programs more workable. 

Let me point out here that although we favor utilizing the 
higher of state or local medians, this change is not enough to 
help a high construction cost area such as New Yoi'k City, thus 
justifying the above suggestion. 

Third, under present law, the state credit agency has 
the discretion to lower the credit percentage from the 
approximate 9% or 4% annual levels prescribed in the Code if the 
agency believes that such percentages are not necessary to induce 
a developer to construct o*- rehabilitate the oroject. However, 
^•he state credit agencies have no discretion to raise these 
percentages if it is necessaryto do so to caake a project 
feasible, particularly in areas with low incomes which are 
therefore not able to generate' necessary rental income to cover 
debt service and operating expenses. The agencies should have 
this discretion. Bear in mind that as the credit is cjpped, the 
state would have to trade off higher percentages for the projects 
that it funds with the downside that it will have fewer projects 
within the state. The overall revenue loss to the federal 
government would be the same di-? to the fact that the credit is 
capped. However* states will ai. least be able to assure feasible 
projects, especially in the case of existing projects where the 
4% credit does not produce the funds needed to induce owners to 
sell. (Often the amount that the buyer can pay now is less than 
the current owner's tax liability on sale) 

Fourth, California nov has a state low incoae housing tax 
credit that parallels the federal credit. I understand that 
Governor Cuomo has proposed a similar credit for New York State, 
and that your forner colleague, Lt. Gov. Stanley Lundine, has 
been charged with developing the program as well as other 
responsibilities in the area of housing. Such state credit 
programs, or similar state subsidy programs, should be encouraged 
by the federal government. One way to do so would be to give 
extra credit allocations to those states which either adopt a 
state tax credit program or a state subsidy to achieve the same 
result. 

Fifth, a big problea with existing properties is that the 
HUD Section 8 coaaitnent to a project expires during the 
compliance period. Possible solutions to this problea are a) 
make the Section 8 subsidy available during the entire conpliance 
period, and b) increase the limited dividend distribution (allow 
an increase in equity or in the percentage of allowable return). 

Although these remedies are beyond the jurisdiction of this 
Committee, we request that you make this concern known to KUD and 
the appropriate authorizing committees. 

Sixth, under New York City's inclusionary zoning program, to 
obtain the necessary variances, the developer dust agree to 
utilize the project for lo^i' income housing in perpetuity. In 
such case» there is concern that the projects may be deemed not 
entered into for profit and thus may be denied the necessary tax 
benefits by the IRS. Although we believe there is no merit to 
such a position under current law, it vould be helpful if 
Congress pass legislation declarative of this interpretation of 
current law. 

Seventh* the Congress has now before it tech deal 
corrections legislation with several changes affecting the tax 
credit program. As the House has adopted these changes as 
proposed in the original technical corrections bill last June, 
with some additional changes added by this Committee, 1 will not 
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address thea in detail. However, I do want to strongly encourage 
you to press for final enactsient of a technical corrections bill 
to obtain such necessary changes as: 

* liberalization of waiver of the ten-year rule on transfer 

of existing projects so as not to include transfers by 
a governacntal agency or non-profit or when necessary 
to preserve low incoce use; 

* carry-over of the credit if circumstances beyond the 

developer's control prevent it fron being placed in 
service in the year of credit allocation; 

^ use of the higher of state or local sedian incosies; 

^ reconciling inconsistencies between requiresents under 
the credit prograra and under subsidy prcgrasis as 
Section 8; 

« staking plain that both state as veil as federal 

subsidies do not count agair.sc the 301 rent litait 
isposed on the tenant; 

* allowing the developer to lock-in the credit percentage 

at tine of reservation; and 

* Rcdifying the exception frca the at risk rules fron 

seller financing froa a non-profit organization so it 
will apply where the financing is secured by interests 
in the partnership that owns the property. (Under 
current law it must be secured by the property). 

Let ise emphasize the need to enact these changes as soon as 
possible. We need then in 1988 - a crucial year for the credit 
prcgracz. If it appears that a technical corrections bill will 
not be enacted until late in the year, then we urge early 
separate enactment of the lov incoce housing tax credit technical 
anendsents. 

Extend the Sunset Date 

As you arc aware, the tax credit program sunsets on December 
31, x989. In other words, we are nearly half-way into the three 
year life of the credit program. The sunset date has some very 
disturbing implications to those who are just starting to become 
involved with the tax credit program, either as developers or 
debt or equi'.y financiers. Anyone planning a new construction or 
substantial rehabilitation project now must seek 1989 credit 
allocation, as it is virtually impossible to start now on a 
project that would be placed in service by December 31, 1588 and 
thus qualify for \.he 1988 credit. However, in about six Co eight 
months, or say in the fall of 1988, in many cases xt will be too 
late to begin the planning of units to be placed in service by 
the end of 1989. Certainly by this time next year, no rational 
builder or developer would be expending any effort on a 1989 
project. In other words, all credit activity will come to a halt 
under present law as nc one has any assurance that there will oe 
tax credits available for projects placed in service in 1990. 
Accordingly, what Congress chought was a three-year program vill 
really be a two-year program at the very most. 

For that reason, I strongly suggest that Congress extend the 
program this year for at least one more year - until December 31, 
1990. That wil? allow credit activity to continue in 1389. 
During 1989, Congress can take a closer look at the issue and 
hopefully will consider a longer extension of the program or 
making it permanent. What would be disastrous would be the 
extension of the credit in the waning days of the next Congress 
in December, 1989. An extension at that tine would mean that 
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there would be no planning and development of new projects in 

• "° pipeline of projects that would be placed in service 

m 1990 to use the belatedly extended credit. 

^ Another important reason to act affirmatively now is to show 
that Congress i«^lly believes in the credit. In response to our 
selling efforts, we have been cret repeatedly with the question 
froa individuals, who have seen the 1986 Tax Reform Act ^pair 
cneir abi.uty to take losses, whether Congress might take away 
the benef .ts of the credit before the ten year period is ov^r. 
Although one Congress cannot bind a future Congress in this 
regard, a very gcod way to reassure these individuals of 
congressional suppcrt for the credit is to extend its sunset 
date. 

This Comaittee should rightfully be concerned with the 
revenue loss of this proposal. We as outsiders are not privy to 
the way the Joint Ccaaittee does determine such loss. However, we 
do know that- m the Blue Book on the 1986 Act it was estimated 
IS^^^r^w-???^ °^ mcoire housing tax credit would be 

53.246 billion dollars over a five-year period. We also know 
that that figure will not be reached because of the very little 
utilization of the credit m 1987. Assaying a 20% utilization of 
the credit in 1987, or $60 million, and further assuming that 2/3 

A °^ million dollars, will be utilized m 1988 

^ °^ credit, or S250 Million dollars, will be utilized 

in 1989, the total revenue loss on utilizing the credit over the 
.ive years beginning m 1987 would be $1,850 billion or '^ar 'ess 
than the estimated $3.2 billion. Accordingly, assuming thac'the 
program is extended to December 31, 1990, and assuming loO^ 
utilization in 1990, or $300 million, the five-ypar loss m 
revenue would only be $2,450 billion, again less than originally 
estiaated. Congress could extend the sunset this year until 
Decenber 31, 1990 with no danger of exceeding the original five- 
year projection of estimated revenue loss. 

•Mr. Chairman, let me thank you again for holding these 
important hearngs to focus on these crucial tax credit issues. 
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APPENDIX A 

TAKEN FROM REPORT ON THE STATE OF NEW YORK'S 
TAX-EXEMPT BOND-FINANCED HOUSING PROGRAMS 

Prepared by Senator Alfonse D'Amato's Advisory Panel on Affordable Housing 



1. iiyrt riBiiT c\mw% 

The Ptod reeofflsea^ thtt itrtetiai for t«X'«xeBPt riotactd aulti* 
rtmtly houtitt pro|rtms b« tdjusied by t TorffluU wkizh cofflptres locti eotn 
or fflulit'Tafflily }ioasiO| coosirucuoo. Uod tod tres aediiB iacomcs. with 
siffliltr otiiooti cotu aad iocofflct. The currcii tacoflM liatU (le^ M)% or 
60% or medUo) would bt ustd as t bis*. It trets vhtrc the coti or coi< 
siruciiot eicetded ibe tattoaal tverlie tod/or where tkm ■•ditt iacofflc fell 
below the nanoowtdc medita. the iocofflc liaiu could be tdjutud upwtrd. 
Areu where cotsiructiot cotts were lower tbta ibi .'Utiootl iverafe or 
medito iocoac was higher would be held htrffllcn Trofli t ridt^iioo in the 
new foeomc liffliu ifflposed by the Tex Act. 

The Torfflult which the Paael reco'^meods be adopted would cofflptre tret 
coastruciion costs aad fflediaa lacones ;o such ptUottl statdtrdt. Tha 
numerator of the Torfflula would cofflptrc arct costs of fflttlti>rtaul)r housiat 
coastructiOB wiih oatioawide cosu. The deaoffliaaior wonld coaptn tt*% 
mediaa lacornes with the natioail fflediaa laeofflc. The forauU u exprcitod 
below: 

tfga efl« of muhi.farnlv eonnruetion *. m»ttUn t«eome 

national cott or rnulti>racnily consiruciioa ' aatioati fflcdita lacofflt 

The Panel recoiaizes that construction costs tad axcdita incomes are 
not aeceuirily the oaly factors which should be utilixcd ia tdjvutint the 
income htaits imposed on state and local loveraauets by the Ttx Act. Such 
fsctors ts Itad costs aad operaiiai expeatea should, idctlly. tiso be con- 
sidered. However, the adoption o( an ladei bawd oa til these factors might 
be 100 problefflatictl to produce. Therefore, the Ptael believes that t con< 
struciioa cost/mcdita iaciffle index would be the fflost prtctictl to devitc 
aad adopt aad that ii would help to alleviate m«ay of the problems created 
by the inflexible iacome liffliia ifflPosed by the Ttx Act. la high cost/low 
mediaa iacooie areas, ii is simply aoi feasible for teatats tt S0% of mediae 
income or below to pay sufficient reat to enable project owaers to meet 
their expenses, locludini debt service. This is particularly true in high cost 
areas with low fflediaa lacomei. Contrast New York City, where 30% of 
ca*d!«t iacoBC ia SU.750 aad ii may ccst in exceu of SIOO.000 to coastruct 
■ oait. with suburbaa wathiaitoa. wrcre 30% of mcdiaa iacoffle eiceeds 
S20.003 aad the cost of coastructiai a garden apartffleat may be only half as 
oiuch u It New York City. 

The concept of a construction cost ladex (hat recoiaixes viriaiions in 
local coastructioa costs has already beea proposed for hospital capiitl costs 
The Deparifflent of Health and Hufflta Servicea (HHS) eaftttd Oodge Oats 
Resources, tac to develop the coastructioa cost iadex. 

TU daubta* ««a developed by Dodge atdtt which t utioatl v tm tmt 
Um «m a«t« «u Mt u 1000 LoctI vtriatiou wen takM itto ie«o«at 
Wf Mcumlttlai t fifties year avenie coit ceapcria«t of M5 diff«r«at 
fMin»hic arua. asd dividiat that autiber by aatioati eoit^ fof the mmt 
yariad. Thti coaitraciioa iadex nam froa > lo* of .lit to a hi|b of 
1.717. 

This Ptael tlao eagiMd Dodge to Prepare t coat itdix for aaltl'ftaUy 
houJiBi. compariai New York City to the attioawide tvcnie. The Ood|a 
index ladicttes that the coat of coastructiag aalti>faaily hoaiiai ia Naw 
York City is 1J4 liaie the avenge aatioawida coit. Tlias. 1.54 weald b« 
the auaerator la the propoud forault As the New York City audita U Ua 
uae as the oatioaal aediia locoae. iht deaoaiattAf of the pnpc^d fomata 
would be 1 00 Usiti thia forfflula. the 50% of aed:%-« laofMW sttadari voald 
be eliiible lo be iaeritaed to 77% of aedita (50% ^ 1 J4 1). Tile Ftaal 
would ifflttia(>thtt New York Ciiy'a ratio would be aaMai the k<|hns ia tha 
atttoa. Therefore, it is likely ihti most other hi|h coat low ffledita {acwM 
localiii'ea will fall betweea 30% sad 77% of mediaa lacoae. 



February, 1988 




166 

Chairman Rangel. Thank you, Mr. Ross. Mr. Harvey. 

STATEMENT OF R BARTON HARVEY III, DEPVIT CHAIRMAN, 
i»n<ERPRISE FOUNDATION, COLUMBU, MD 
_Mr. Harvey. Thank you, Mr. Chairman. My name is Bart 
Harvey, and I am deputy chairman of the Enterprise Foundation. 
"^S^^' ^^f^yjc chairman, appeared before you and members 
of the Ways and Means Committee on July 9, 198r,, to discuss pro- 
visions that eventually became th^ low-income housing tax credit, 
and we are delighted to be appearing before you again. 
• ^17^*^^. statement is submitted into the record, and I would 
just like to make some comments. 

A subsidiary of the Enterprise Foundation vrorked extensively 
with the^ tax credits in 1987. It raised $7.6 million in S transac- 
tions in 6 cities for'585 unite of low-income units, and it has com- 
mitments of over $50 million from 22 corporations for in excess of 
20 different transactions for 1988 and 1989. We work with nonprof- 
its primarily, and we sell the tax credits to corporate investors. We 
are working m New York and in fact in your district, and we are 
workmg on a m^or program with Fannie Mae, and Mr. Dale. 

First of all, I d like to commend Mr. Davie and others for the tar- 
getmg of the low-income housing tax credit as well as for the provi- 
sions that allow the benefits to truly go to the poor. Those parts of 
the tax credit we feel are very important to be preserved in any 
changes that may need to be made. 

A brief look at the history shows that this tax credit .originally 
was gomg to be part of the code and directly accessible as other 
parts of the code are. However, in the 11th hour, it was allocated 
on a per-capita basis to the States and then capped. Therefore, 
many of the provisions and complexities are duplicative and unnec- 
essary in light that it is capped and allocated. 

Fd like to comment on some structural, marketing, and preserva- 
tion issues. 

As far as the structure of the tax credit goes, it's very apparent I 
think from the prior testimony and from our own experience that 
this tax credit cannot stand alone, and that in all cases that we are 
usmg it, we are using it with other additional subsidies from States 
and localities. 

Chairman Rangel. Mr. Harvey, that point is made by everybody, 
but I would have expected that you, more than anyone else, would 
have known the atmosphere in which we had to get that credit 
out— and there is no question that it cannot stand alone. 

Mr. Harvey. Right, I understand that. And I think that nonprof- 
its and others have therefore had to go oUv and find ways of using 
it. 

We therefore don't think there is any abuse from it being com- 
bined with other Federal, State, or local programs, and therefore 
that is one of our suggestions. For new construction or substantial 
rehabilitation, particularly in high-cost areas, that it be allowed to 
be combmed without penalty with tax-exempt financing or other 
Federal assistance. That is one of the major changes that we would 
recommend and that would allow the credit to finally produce 
housing that could help elimmate the problems of homelessness 
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and housing for the very poor in the cities. Tliat's the so-called 
double dip that was again put in at the 11th hour. 

As far as marketing goes— and this is for the corporate market- 
to make it most effective and efScient, there are some changes that 
could be made. For instance, the tax credit could be transferrable 
to the investor. We have found in going to corporations, it's a very 
hard sell— I think Mr. Clancy and others have said that. And the 
corporations are not interested in owning low-income housing per 
se. If you make the tax credit transferrable, you will be able to de- 
velop a very efficient market, corporations will be able to buy and 
sell the tax credit on a very efficient means. IS you think of the 
project as the corpus of a bond and the tax credits as the coupons, 
as long as the project is successful, the corporations will get their 
tax credits^r coupons. Therefore the project still has to be suc- 
cessful. And it's one of the means that you could look at making 
the corporate market large enough and efficient enough, with little 
transaction cost, to make this a more effective provision. 

That also leads to the issue of preservation. We are very con- 
cerned that we not face in 15 years the issues that we are facing 
now and that you are facing in your propcwsed bill, H.R. 3663. 
Therefore we would recommend that developers be able, particular- 
ly nonprofit developers, be able to enter into upfront donations. 
The Tax Code does not permit that right now. Developers could 
make sure that the property could remain low-income in perpetui- 
ty, if they wished to, on a voluntary basis. And we have made some 
suggestions in the written testimony for that. Also if it was a trans- 
ferrable tax credit, prevention would be allowed to happen from 
the outset as well. 

FinfiJly, we recommend, under a fairness doctrine, lookhig at 
what homeowners are receiving in the way of tax benefits, that 
this tax credit become a permanent part of tax law. Hiere's over 
$40 billion that are going to homeowners, and particularly wealthy 
homeowners; the poor are renters, by and large, and there's very 
little for them in the Tax Code. So we heartily recommend that the 
sunset be removed and that this be made permanent. 

To summarize, the technical corrections need to be passed as 
soon as possible. We recommend removing the sunset, removing 
penalties from using the tax. credit with tax-exempt or other feder- 
ally assisted funds, particularly for new construction or substantial 
rehabilitation. We would like to see other preservation issues, par- 
ticularly donation up front. 

Thank you very much. 

[The statement of Mr. Harvey follows:] 



1-74 



168 



STATEMENT 
ON BEHALF OF 
THE ENTERPRISE FOUNDATION 
REGARDING 
LOW INCOME HOUSING TAX CREDITS 
BEFORE 
THE SUBCOMMITTEE ON 
SELECT REVENUE MEASURES 
OF THE HOUSE 
COMMITTEE ON WAYS AND MEANS 
BY 

F. BARTON HARVEY 
MARCH 2, 1988 



a. 4. u Chairman, Members of the Subcommittee. My name is 
3art Harvey and I am Deputy Chairman of The Enterprise 
Foundation. Thank you for the opportunity to testify before 
this subcommittee on the use, effectiveness, reconwended 
Vedits ^"^"''^ Low-Income Housing Tax 

J^^^^ Chairman of The Enterprise Foundation, 

rpn "iu h 1985 before The Ways and Means Conwittee * 
regarding the inpact of the Administration's tax reform 
fJp^SfJl'nn^ non-profit private sector initiatives for housing 
the very poor. His testimony concerned itself with tax 
incentives for rental housing for very poor people. The 
Enterprise Foundation was extensively consulted by 
Congressional staff regarding provisions involving what became 
the Low-Income Housing Tax Credit. 



I. 



The Enterprise Foundation 



. J^SJ^^frP*"^^® Foundation is a national, publicly 
suppor ed. 501(c)(3) charitable organization lau ched by James 
Rouse in 1982 and devpted to helping poor people help 
themselves to decent, affordable housing and out of poverty 
into self-sufficiency. The Enterprise Foundation has a 

n«!::T J^^'*/!!'' Trustees drawn from business, 

government and housing experts (Appendix I). The Foundation 

)nL2lVJl "1^^°" ^'"P" individuals, corporations, and 

foundations to support its work with 70 non-profit groups in 27 
cities and The State of Maine. 

Enterprise provides technical assistance and "seed" 
grant money to help non-profit groups achieve their 
objectives. It has helped produce over 3,000 units of housing 

^SprTnnS°?!;/f °^«r ^100 million and to employ 

Mnteri ^'«*^'i-to-enploy- people through its 17 job placement 

As inportantly, it is working at the systems of 
housing for poor people in this country. Its Rehab Work Group 

"^^^ construction and bousing 
rehab litat ion and its wholly-owned subsidiary. The Enterprise 
Social Investment Corporation, finds ways to finance low-income 
housing including the use of low-income housing tax credits. 

In all its effort. The Enterprise Foundation is 
forging partnerships between business and the public sector, 
examining new ways to harness the creativity and disciplines of 
the free enterprise systems to encourage the initiative and 
efforts of non-profit nei(,.iborhood groups. Enterprise is 
adapt ng self-help programs that work for use with its network 
of neighborhood groups and finding ways for corporations and 
other private sector groups to participate in housing poor 
people in a responsible, meaningful way. 
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II. Use of the -Low* Income Housing Tax Credit 

The Enterprise Social Investment Corporation ("ESIC") 
has been an active participant in the use of The Low*Income 
Housing Tax Credit ("tax credit") with non-profits across the 
country. Since non-profit groups can not use the tax credits, 
they must form a partnership with a for-profit limited partner 
who can use the tax credit through this partnership 
arrangement. ESIC makes sure all the money raised through the 
use of tax credits are put back' into the project or other 
low-income housing. It has raised over $7.6 million through 
limited partnerships in eight non-profit projects involving 585 
units of low-income housing, most of which were substantial 
rehabilitations and all of which involved corporate- • Waited 
partnerships. All these projects had a substantial amount of 
other subsidy monies. 

ESIC has commitments from two large corporate 
investors for up to $48 million of investment in tax credit 
projects under certain prescribed conditions, and it has 
twenty-two other corporations which have made modest 
commitments for such investments. ESIC is currently 
structuring limited partnerships in 14 projects in the cities 
of Baltimore, Cincinnati, Cleveland, Los Angeles, Miami, 
Philadelphia, Raleigh, N.C., and Washington, D.C. costing over 
$50 millio*:, involving o^er 800 units of low-income housing. 

In New York City, ESIC has a committed investor for 
$28 million of equity investment in over 1,000 units costing 
about $90 million. ESIC believes it i? one of the major 
participants in creating partnerships that are using tax 
credits for non-profit urban area projects. 

III, Observations Regarding the Use of the Tax Credit 

From our own experience and checking with other 
organizations involved in the selling of tax credits , a number 
of points are important. In 1987, very littV use of the tax 
credits (perhaps 2S% nationally) resulted c« to structural, 
marketing, and regulatory problems involved in the use of the 
credit. 

(1) Structural Issues : In almost every locality in 
the country, the tax credit, on a stand alone basis, will not 
result in the production or substantial rehabilitation of 
low-income housing. It usually requires substantial additional 
subsidies. 

Furthermore, the requirement that rents, inclusive of 
utility costs, be fixed at 30t of median income implies in a 
historical context that project costs will rise faster than 
rents, leading to potential operating losses in later years. 
Additionally, financial institution underwriters look at the 
possibility of median incomes actually decreasing in certain 
areas, which would rmean lower rents c 'en if operating costs 
increased. 

From a financing point of view, developers and lenders 
must be certain that tax credits are available as equity raised 
is based upon receipt of certain amounts of credit. The equity 
raised is usually an integral part of the financing package. 
However, the amount of the credits receivable varies iwnth to 
month based upon a formula and more importantly, if a project 
is held up for whatever reason, the credits may not be 
receivable at all. 

It is also clear that the credit coupled with 
tax-exempt financing cannot produce low-income housing on a 
stand alone basis. Furthermore, the sheer complexity of mixed 
use projects and the complicated regulations deter iion-profit 
and for-profit developers from attempting this type of 
financing. 

* U 
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The determination of federal and non-federal money on 
the credit percentage receivable and a host of r-latPd 
financing Issues add complexity to an already c t>\>x 
arrangement. 

Finally, In an era where Congress Is dealing with the 
preservation of existing, government assisted, housing stock 
rnnJprJ^r*^!?*!^ Contractual right to prepay and 

convert to higher income tenants, the tax credit requlatlJns 
nnJ.!If li?*' very same Issue after 15 years. The value of 
potential appreciation of low-Income housing stock Is not 
Incuded In the pricing of most tax credit deals. Host 
limited partners cnly want the likelihood to dispose of the 
housing at the end of 15 years without loss. Why should 
Congress face similar conversion Issues In 15 years where the 
Investors might receive an unexpected windfall and the 
government lose Important low-Income housing stock? It shouM 
to maintain the low-Income character of the 
housing after 15 years without loss to the Investor. 

, , ^2) Marketing Issues ! The extension of the pa'^lve 
JL"/!/'" 1° t« cred ts eliminated the natural market for 
these Investments, limited the size of the eligible Investment, 
and greatly complicated the marketability of tax credits. Two 
markets are open to sale of the credits, publicly traded 
partnersh PS consisting of saall Investors, and corporations. 
AS marketing tax credits to sman Investors through publicly 
traded partnerships Is expensive, time consuming, and 
inefficient and raises Issues as to the applicability of the 
Investment for those Individuals, ESIC concentrated cn 
corporations. 

Host corporate Investors have never owned low-Income 
housing, are unused to receiving tax credits over 10 ytars. are 
uncomfortable holding real estate unrelated to their principal 
business, are adverse to the legal complexities surrounding 
this investment and are uneasy about the recapture provisions 
hi this tax credit. 

ESIC approached major corporations on the basis of a 
market rate of return, security of the structuring of the 
Investment, removing real estate from the decision, and 
establishing good corporate coBWunlty responsibility. Our two 
m^Jor corporate Investors understand real estate extremely well 
and their C.E.O.'s are genuinely Interested In providing 
low-Income housing. Other corporations have Invested partially 
out of good citizenship and In smaller amounts. 

In s''ccessful cases, corporate C.E.O.'s were directly 
contacted by aoard Heiribers and extensive follow up visits were 
required with legal, accounting, tax, finance, public relations 
and corporate contribution personnel. The process has been 
extensively time consuming. 

Security of Investment remains the prime concern, and 
certain structural obstacles needed to be surmounted. A 15-20X 
rate of return on Invested capital was offered and tight 
restrictions were put on any resale value at the end of 15 
years. Both projected credits and tax-effected partnership 
deductions vere available with total projected after tax 
benefits oyer 15 years being slightly less than one and 
three-quarters tiaes the Investment. Corporations, as limited 
partners, accepted the risks that their tax benefits were 
subject to recapture or reduction. They also had to take Into 
account the retroactive treatment accorded low-Income housing 
losses by the Tax Reform Act of 1986. Host attached some 
benefit to the corporate responsibility of the action, 
particularly, an Investment In their headquarters conrtunlty. 
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It f$ clear with the "^Isk factors Involved, the 
unusual nature of the Investments, the snail project sizes, and 
the difficult legal and real estate issues, thst corporations 
will not be wjor buyers of tax credit projects. Certainly 
not in the size of the $3 billion dollars worth of investSient 
needed to use the available tax credits for 1988 and 1989. 

(3) Regulatory Issues ; Oue to the extreme complexity 
of the regulations for the tax credits, the lack of promulgated 
Treasury regulations and the need for significant technical 
corrections, and clarification of issues, a number of 
developers and investors are unwilling to participate In 
tax-credit projects. Furthermore, the thicket of complex 
provisions has lead to considerable ineff iciences due to legal, 
accounting and marketing costs. 

IV, Improvements 

Background! In noting needed improvements, it Is 
informative to tracK the evolution of the tax credits. The 
complexity of their structure and some partlcuUrly important 
provisions were added to limit revenue loss to the U.S. 
Governnent since the credits were originally proposed to be 
directly acessible by q»,aHfy1ng projects. Therefore, 
restrictions as to type of permitted structures, type of 
financing funds used, and limitations on qualifying basis all 
had revenue Implications. 

However, at the eleventh hour, these tax credits were 
allocated to states on a per capita basis, and capped. A host 
of provisions were rendered duplicative, and futhermore limited 
the effectiveness of states and localities to use these credits 
to respond to their own situations. Future tax credit 
policy should recognize this fact, and look toward 
simplification and discretion at the local level. 

Additionally, future tax credit policy should fit 
local housing policy rather than dictate It. In the growing 
national movement toward local housing solutions, tax credit 
allocation and policy, particularly as it Is administered 
through State Housing Credit agencies, should be as flexible as 
possible. The concept of the credit, to serve very low income 
people, and benefit directly those being assisted. Is highly 
cocnendablc. The elimination of past excesses in low-Income 
housing tax policy - non-targeted use of federal benefits, the 
use of tax-exempt financing to earn arbitrage profits or 
develop market rate housing, excessive front-loading of tax 
•benefits - all should continue to be prohibited. Yet the tax 
credits must be made more permanent, efficient, flexible and 
usable. 

The Enterprise Foundation would reconnend the 
following Improvements: 

(1) Quick Passage of Tax Credit Technical Corrections 
already Approved by The Joint Tax Committee . 

Certain technical correction provisions are essentia! 
to keep projects moving forward In 1988 and to clarify 
ambiguous issues. 

(2) Eliminate the Sunset Oate for Tax Credits^ 
Extending the Program IndeflnitiTy^ 

Providing adequate housing supply for the poor is a 
long term Job, requiring production mechanisms to be available 
for the foreseeable future. State agencies that administer the 
tax credit program must devote considerable time and resources 
to build their capacity. Similarly, private developers and 
non-profit groups must learn how the program works and how to 
use it effectively. Hone of these participants should be 
expected to make a subitantlal Investment in building capacity 
for X program that will terminate in less than two years. (See 
Se:cion V). 
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(3) Kefflove Penalt i es on the Use of Tax Credit With 
. ax-£xempt Financing and Ot :erFederal Assistan ce Programs for 
Hew construct Ton or substantial Rehabilitation ProJecfe: 

Federal housing programs have consistently depended on 
a combination of diract subsidies and tax incentives. The tax 
credit statute ignores this history by attempting to prevent 
the use. of tax credit with direct housing assistance. Both 
analysis and experience demonstrate that the low-income credit 
alone is not sufficient to provide- an incentive for the 
production of housing. State and local governments should be 
permitted to and should exprct to use the tax credit together 
with whatever other forms o. assistance is necessary. In 
certain cases, such as The F-armer Home Loan Program, State 
Credit Agencies have the a'jility to reduce the amount of credit 
allocatibie If it is not all necessary for financing such 
projects. Alternatively, State Credit Agencies night limit the 
amount of equity proceeds raised from tax credits that might be 
withdrawn from a project. 

(4) Remove the Tax Credit from the Passive Loss 
Rule. Apply Strenqthenea Business Credit Limitati ons tn 
Individuals. AiternativeTy. Hake the tax credit RefunHablp or 
iransferable. 

The application of the passive loss rule to low-income 
tax credits substantially undermines their value. This rule 
denies low-income housing its traditional investment market, 
the so-called "accredited investors" v 4er the securities 
laws. Instead, owners of tax credit p.ojects are forced to 
find investors through costly public syndications or in a 
corporate market that is unfamiliar with and highly suspicious 
of low-income housing. As a result, much of the benefit of the 
low-incwtie tax credit is lost in transactional and other 
costs. If Congress wishes to limit the amount of credit 
available to any individual, it can do so directly through a 
more restrictive business credit limitation, or a minimum 
annual credit amount that can be taken by individuals. By far 
the most efficient use of the tax credit would be to make it 
refundable to the Treasury, permitting long term ownership by 
..... ^.w. .» -v.w.vKcia ui bu twxKv II. i.ran&*t!raoie to tne 
investor. 

(5) Allow Flexibility in Rent Levels to Refl ect 
S ubstantial Operating cost Increases. 

Rents pegged to median income will not necessarily 
relect substantial increases in utility and operating costs. 
Furtnermore, median income may decline while operating cost 
increases, decreasing rents. In order to finance tax credit 
projects, initial rent levels should not decline if median 
incone declines, and some capped level of rent increases should 
be permitted based upon an area index of increased operating 
costs which are not reflected in median income increases. 

(6) Remove Pe nalty in Qualified Basis for Non-P rofit 
Below Market Rate LendlngT ^ — 

Below market rate loans provided by non-profit lenders 
to tlx credit projects mat be discounted to a raarket rate and 
adjusted for tax credit basis while below market rate loans by 
state or ]ocal government, or financial institution lenders are 
not so discounted. This inequality as to source of funds 
should be removed. 

, (7) Permit the Carryover of Tax Credit Authorit y and 
its ReallocaticT Among State? 

Current law requires projecis to be placed in :«rvice 
in the year the tax credit was allocated. The developnwnt of 
multifaaily housing is hfghly vulnerable to construction 
delays; low-incoiie housing, in particular, js difficult to 
develop and finance. The rule against carryover creates 
unacceptable risks for invcJtorSt'and lenders, since a 
construction delay can result injthe loss of all tax credits. 
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Tax credits allocated to a specific project should be 
able be carried over so long as the project comiences 
construction in the following year. Credits not allocated to 
projects in the year of initial allotnent and credit authority 
allocated to projects not beginning construction by the 
following year would be reallocated'to other states as an 
addition to those states* per capita limits. 

(8) Allow Greater Flexibility in Allocating Tax 
Credits and Donating Interests. 

Owners should be allowed to allocate tax credits to 
investors in accordance with their capital contributions to a 
project. 

Further* the Internal Revenue Code should permit 
investors in tax-credit projects to enter contractual 
agreenents at the time of financing to donate their interests 
to non-profit organizations or governmental agencies at the end 
of the holding period, without receiving tax benefits or 
incurring any tax liability at the time of such donation. Such 
a policy would maintain low-income housing for longer periods 
than 15 years. 

(9) Clarify That Eligible Units Available to General 
Public include Units Designed for Special Needs Groups. 

For a unit to be available to the general public, it 
can not be restricted to menters of a particular organization. 
However, this should not forbid the eligibility of units, which 
are not used as transient housing, designed for special need 
groups, such as the homeless, handicapped or elderly. 

(10) Consider Special Regulations for Use of Tax 
Credits to Preserve Existing Government Assisted Housing. 

A major national problem is the retention of the 
existing inventory of privately owned, assisted rental housing 
for low-income people. Due to expiring Federal and private 
comraitnents, a large portion of this housing could be converted 
to higher Income or clher use. Certain provisions of the tax 
credit, specifically the 10 year last placed in service rule, 
need to be modified for their effective use in preserving this 
stock. 

V. Heed for Tax Credits as Part of rfational Housing Policy 

Federal tax policy is a critical element in national 
Housing policy. It affects the choices of families to rent or 
to buy. It has a substantial impact on the proportion of real, 
after-tax income which people spend for housing. Sound tax 
policy complements other government policies affecting housing. 

Reflecting the great priority Americans give 
homeownership, the tax code allows the deduction of mortgage 
interest and property taxes, tax-free rollover of appreciated 
property and tax exemption on gains for homeowners ove* 55. 
This favorable treatment, amounting to over $40 billic per 
year at present, has played a major role in enabling the United 
States to become a nation of homeowners, and it contributes 
significantly to the accrued savings which Americans have in 
their homes. 

Tax policy towards rental hoii^''.g has been 
substantially less supportive and less consistent. With tax 
incentives virtually eliminated by the 1986 Tax Reform Act, 
rental production has dropped sharply. 
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Rental housing is overwhelmingly the housing of the 
poor,^ Renter median incomes are half those of owners; more 
than oO< of the nation's poverty households are renters. 
Current tax policies which disfavor rental housing hit the poor 
particularly hard. They force lower income families to coi^ete 
With more affluent renters for a declining supply of affordable 
units. They discourage the production of new units at rents 
which are affordable to the working poor without additional 
subsidy, or to the very poor who receive government support. 
They increase rent burdens for a population already paying a 
disproportionate share of its income for housing costs. 

Tax-exempt financing and the low-income tax credit 
have been critical elements in the recent growth of state and 
local low-income housing efforts. The need for investors 
.l"?!,'''*^^^^^ sector integrity to housing production and 
rehabilitation, and the severe penalties to an investor 
inherent in a failed tax credit project, encourages only 
projects that are likely to be run successfully to go forward. 

The challenge for the Congress is to chart tax policy 
which respects reform, resists abuse, prevents waste, and 
meshes with sensible housing policy. The tax credits are a 
very targeted resource, which if they can b^* flexibly 
incorporated with other sources of housing financing can 
produce the essential need of decent, affordable housing for 
Anerica's poor. Thank you. 
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Chairman Rangel. Thank you, Mr. Harvey. Mr. Ditton. 

STATEMENT OF ANDREW DITTON, VICE PRESIDENT, LOCAL 

INITIATIVES SUPPORT CORP., CHICAGO, ILL. 
Mr. DnroN. Tliank you, Mr Chairman. The organization I work 
for, Local Initiatives Support Corp., or LISC, is a national nonprofit 
organization that assists nonprofit community-based corporations 
to develop low-income housmg and otherwise revitalize economical- 
ly distressed neighborhoods. Since it started in 1980, USC has 
made over 1,000 grants, loans, and investments in projects spon- 
sored by nearly 500 CDC's. We now operate 30 local, regionalVor 
statewide programs firom coast to coast. 

In this effort we have raised about $150 million firom corpora- 
tions and foimdations. The projects we have assisted have produced 
or are producmg over 14,000 units of affordable lower mcome hous- 
ing, and 4 million square feet of commercial space, all m low- 
income neighborhoods. VirtuaUy all of this activity has taken place 
sm<^ the Federal Government began its sharp curtaihnent of fund- 
mg for low-mcome housing and community development. 

LISC enthusi^tically supported the enactment of the low-mcome 
houang tax credit, and we have worked hard to make it a useful 
tool for rehabihtating and building low-income housing 

Tc attract mvestment based on the credit, USC has created a 
f^^i^oS^ investment pools designed to appeal to large corporations 
in 1987 we raised $14% million in investments from 13 corpora- 
tions; these fimds have attracted an additional |45 million in pri- 
vate and public financing for 24 projects containmg over 1,000 
units of affordable housing. 

In 19C8 we expect to raise an additional $50 million from corpo- 
rations which will attract an estimated $90 million from other 
sources to produce 2,000 units of affordable housing. 

In our experience corporations participate in our investment 
pools for several reasons. First and foremost, they expect to receive 
a competitive rate of return. We have generally not found corpora- 
tions willmg to accept a below-market return. The primary source 
of this return is the low-mcome housing tax credit. Cash flows from 
low-mcome housmg projects are negligible and prospects for capital 
appreciation in most low-income neighborhoods ave speculative at 
best. The credit is absolutely essential to making these invests 
ments, and therefore these projects, possible. 

Second, LISC's successful and extensive track record with shnilar 
CDC projects has been important in assuring corporations that 
their mvestments will be prudently managed. Most of these corpo- 
ratioixs have had little experience with CDC's or low-income hous- 
ing m distressed neighborhoods, and they have no.mterest in day- 
to-day mvolvement in these activities. 

Third, these companies recognize that inadequate low-mcome 
housmg and neighborhood deterioration are important problems 
nationwide and in the communities where they operate. While 
social concerns alone are not sufficient reason for them to invec'. in 
lovsr-mcome housmg, corporate leaders mth a heightened sense of 
civic responsibility have been the most receptive to considering 
lovi income housmg as an investment. 
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use is channeling the investment funds raised from corpora* 
tions projects sponsored by nonprofit housing development orga- 
nizations. The typical project involves the acquisition and rehabili- 
tation of one or more apartment buildings in low-income neighbor- 
hoods. On average, 80 percent of the imits in our projects are low- 
income^x^upied. These projects are selected to fit into an ongoing 
neighborhood revitalization program rather than as isolated one- 
shot developments. Thus eacn successive project not only provides 
a much-ne^ed source of low-income housing, but also bolsters 
other low-income housinig in the neighborhood and sets the sts^e 
fbr subsequent development. 

For example, in New York City, LISC is working with 10 CDCs 
and the city government on an unprecedented demonstration pro- 
gram to rehabilitate about 1,000 luuts of housing the city has taken 
over for failure of their owners to pay taxes. All of these buildings 
£u:e vac&nt, abandoned, and have been serious blighting influences 
on th3 already distressed neighborhoods where they are located. 
The city is turning these bvdldmgs over to the CDCs and is provid- 
ing sul^tantial construction and permanent mortgage; financing at 
interest rates low enough to permit affordability by low-income 
tenants. 

use is providing $25,000 to $30,000 ^r unit, or aboi^t one-third 
of the total development cost, in equity investment raised from cor- 
porations through its New York equity fund. LISC has also provid- 
ed pianning grants, technical assistance, and working capital to the 
CIXJ's. And these projects are scheduled for occupancy in late 1989. 

Our experience suggests that the credit, while far from perfect, is 
a fundamentally useful tool tmder certain circumstances. However, 
we would offer several recommendations for improving both i\3 ef- 
fectiveness and its cost efficiency. 

Our first recommendation — and you've heard this before — is thMit 
Congress should act this year to extend the credits to projected 

f placed in service through 1992. Low-income housing projects tdce t 
ong time to completeVit is common for 2 or 3 years to elapse from 
the time planning starts to the time housing is ready for occupan- 
cy. As ich, that projects must be completed by the end of next 
year to qualify tor a credit is fast becoming a serious problem. De- 
velopers and investors are only now beginning to imderstand how 
the credit works. Because the credit is new and complicated, many 
prospective particii^ants are not wiling to spend the time learning 
about the credit, if it will be available for so short a period. 

If the credit is to become a fully effective tool, there mr t be 
time to develop a steady pipelir ^ of projects, and developers must 
be confident that the credit will be available when projects are 
completed. States and localities, nonprofit and for-profit developers, 
business corporations, private lender, and foundations are all 
ready to join with the Federal Government to provide low-income 
housing. But the Federal Government must be a faithful and reli- 
able partner. Turning the credits on and off is no way to run a 
housing policy. 

Second, we recommend that Congress remove the penalties cur- 
rently imposed on projects that combine the credit with tax-exempt 
financing, or Federal ; its and below-market-rate loans. Virtually 
every credit project rentiires some other form of public subsidy to 
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m^e it work, as you've already pointed out. The credit is simply 
not large eno jgh to make projects economically feasible by itself 
given \yhat^ we believe are appropriately rigorous low-income tar- 
getmg standards. The reason is sunple mathematics: rents must be 
low enough both to be affordable and to meet the rules of the 
credit. Once operatmg costs are paid, only a small mortgage can be 
earned at prevaUmg market interest rates. Some additional subsi- 
dy is needed to fill the financing gap, and the limited availability 
t\<^^^ j ^ perhaps the most important obstacle 

UbO has faced in makmg projects workable with the credit. 

Third, we recommend that Congress relax the passive activity 
loss and credit restrictions on individuals investing in projects that 
receive the credit. I believe other witnesses have already explained 
why this is necessary. 

Finally, we urge Congress to pass a technical corrections bill that 
incorporates, provisions affecting tht low-income housing tax credit 
that were already approved by the House Ways and Means Com- 
mittee and the Senate Finance Committee last year. While we have 
succeed^ in using the credit, the law as enacted in 1986 is far 
from perfect. Numerous changes of a primarily technical nature 
are needed to make the credit more effective and easy to use 

Thank you, Mr. Chairman. 

[The statement of Mr. Ditton follows:] 



1185 



179 



TESTIMOKY OF ANDREW DITTOK 



Thank you, Mr. Chairman. I am Andrew Ditton, Vice- 
President of the Local Initiatives Support corporation, or 
**LISC". LISC is a national nonprofit organ.** zation that 
assists nonprofit community-based development corporations, 
or "CDCs**, to develop low-income housing and otherwise 
revitalize economically distressed neighborhoods. Since it 
started in 1980, LISC. has made over 1,000 grants, loans, and 
investments in projects sponsored by 482 CDCs. We. now 
oper&^e 30 local, regional or statewide programs from coast 
to coast* In thir. effort, we have raised about $150 million 
from corporations and' foundations. The projects we have 
assisted have produced or are producing 14,000 vmits of 
affordable, lower-ihcome housing ar»^ four million square feet 
of commercial space, all in low-income neighborhof^s. 
Virtually all of this activity has taken place since the 
federal government started its sharp curtailment of funding 
for low- income* housing and community development. 

Our perspective on the Low-Income Housing Tax Credit, 
therefore, is as a dedicated, experienced, and — we believe 
— effective catalyst for low-income housing and neighborhood 
revitalization in communities nationwide. We 
enthusiastically supported the enactment of the Credit and 
have worked hard to make it a useful tool for rehabilitating 
and building low-income housing. 

Hsw LISC Uses Credit Attract Corporate Investihents 

To attract investment based on the Credit, LISC has 
created a series of equity investment pools designed to 
appeal to large corporations. In 1987, we raised $14.25 
million in investments from 13 corporations. A list of these 
corporations is attached. These funds have attracted an 
additional $45 million in private and public financing for 24 
projects containing over 1,000 units of affordable housing. 
In 1988, v« expect to raise an additional $50 million from 
corporations, which will attract an estimated $90 million 
more from other sources to produce 2,000 units of affordable 
housing. 

In our exp* :ince, corporations participate in our 
ecjuity investment pools for several reasons. 

• First and foremost, they expect to receive a 
competitive market rate of return. We have 
generally not found corporations willing to accept 
a below-market return. The primary source of this 
return is the Low-Income Housing Tax Credit. Cash 
flews from low-income housing projects are 
negligible. Prospects for capital appreciation in 
most low-income neighborhoods are speculative at 
best. The Credit is absolutely essential to making 
these investments — and therefore these projects 
— possible. 

• Second, LISC*s extensive and successful track 



record with similar CDC projects has been important 
in assuring corporations that their investments^ 
will be prudently managed with minimal risk. Kost 
of these corporations have had little experience 
with CDCs or low-income housing in distress£;d 
neighborhoods, and they have no interest in a day- 
to-day involveitent in these activities. 
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• Third, these corporations recognize that inadequate 
low-incone houGin7 and neighborhood deterioration 
are important problems nationwide and in the 
communities where they operate. Few of the 
corporations we have attracted so far have been 
involved in real estate development let alone 
low-income housing — as part of their normal 
business activities. While social concerns alone 
are not sufficient reason for them to invest in 
low-income housing, corporate leaders with a 
heightened sense of civic responsibility have been 
the most receptive to considering low-income 
housing an investment. 

Prpj^cts in Which investments Ar^ Made 

LISC is channeling the investment funds raised from 
corporations to projects sponsored by nonprofit housing 
development corporations, which generally* are neighborhood- 
based. The typical project involves the acquisition and 
rehabilitation of one or more apartment buildings in low- 
income neighborhoods, on average, 80 percent of the units 
are lov-income occupied. These projects are selected to fit 
into an ongoing neighborhood revitalization program, rather 
than as isolated, one-shot projects. Thus, each successive 
project not only provides a much needed source of low-income 
housing, but also bolsters other existing low-income housing 
in the neighborhood and sets the stage for subsequent 
projects. ^ 

/>n/> ' ^" City' LISC is working with ten 

cues and the City government on an unprecedented ^ 
denonstration program to rehabilitate about 1,000 units of 
housing that the City has taken o"er for failure of their 
owners to pay property taxes. By allowing the City to take 
possession of these buildings, their owners have conceded 
that the private market cannot operate them profitably. 
All of these buildings are vacant, abandoned, and have been 
serious blighting influences on the already distressed 
neighborhoods where they are located. The City is turning 
these buildings over to the CDCs and is providing substantial 
construction and permanent mortgage ^financing at interest 
rates low enough to permit af fordability by low-income 
tenants. The CDCs will substantially rehabilitate and manage 
the buildings. LISC is providing $25,000-$30,000 per unit — 
or about one-third of total development costs — in equity 
investment raised from corporations through its New York 
Equity Fund, as well as planning grants, technical 
assistance, and working capital to the CDCs. LISC will also 
coordinate development processing and packaging of individual 
Projects. These projects are scheduled for occupancy in late 

Recoinmended Chanaoa 

Our exp«ri mce suggests that the Credit — while far 
from perfect — is a fundamentally useful tool under certain 
circumstances. We would offer several recommendations for 
improving both its effectiveness and its cost-efficiency. 

o fillE first recommendation is that Congress should 

flst Jthia yftfir %s> mfind lUie credits ^ proiecta 

PXflg^q in ffmig^ through Low-income housing 

projects take a long time to complete. It is 
common for two or three years to elapse from the 
time planning. starts to the tine the housing is 
ready for occupancy. As such, that projects must 
be completed by the end of next year to qualify for 
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a Credit is fast becoming a serious problem. It is 
already too late to start planning a project now 
that will not be completed until 1990 or 1991 
because there can be no assurance that Credits will 
still be available when the project is finished. 
Yet, developers and investors are only now 
beginning to understand how the Credit works. 
Because the Credit is new and complicated, many 
prospective participants are not willing to spend 
time learning about. the Credit if it will be 
available for so short a period. If the Credit is 
to become a fully effective tool, there must be 
time to develop a steady pipeline of projects, and 
developers. must be confident that the Credit will 
be available when projects are completed. States 
and localities, nonprofit and for-profit 
developers, business corporations, private lenders, 
and foundations all are ready to join with the 
federal government to provide lowrincome housing, 
but the federal government must be a faithful and 
reliable partner. Turning the Credits on and off 
is no way to run a housing policy. 

g^ggn*^! H£ rgg<?mmgn<a that congress r^mgyg ^ 

pgnaltigg currently incQgsd Sn pro^eets that 
gP^ing ai& credit with tax-exempt financing or 
federal grants and below-market loans « Virtually 
evexry Credit project requires some other form of 
public subsidy to make it work. The Credit is 
simply not large enough to make projects 
economically feasible by itself, given what we 
believe are appropriately rigorous low-income 
targeting standards. The reason is simple 
mathematics* Rents must be low both to be 
affordable an(* to meet the rules of the Credit. 
Once operating costs are paid, only a small 
mortgage can be carried at prevailing market 
interest rates. Some additional subsidy is needed 
to fill the financing gap. The limited 
availability of other of public subsidies is 
perhaps the most important obstacle^ LISC faces in 
making projects workable with the Credit. 

Third, it is extremely difficult for individual 
investors to utilize the Credit effectively because 
of passive activity loss/credit restrictions. 
The restriction on individual investors was one of 
the factors that led us to pursue corporate 
investors* So far, at least, we have succeeded in 
attracting corporate investors, ttc^^ver, the 
newness of corporations to these investments isdkes 
us cautious about the eventual prospects tor this 
approach. Corporations require a gre&w deal of 
education before they are willing to invest. 
Moreover, it is not at all clea« how cany 
corporations will be willing to invest in these 
projects, or whether the corporations that invest 
once will do so again and again. While wg continue 
to pursue them, corporations may prove to be a very 
limited source of equity investment* 

Based on these concerns, it will be important for 
congress to expand the range of potential investors 
in Credit projects. 

Hfi recommend that Congress xfilsuc th& passive 
activity loss/credit restrictions on individuals 
invest- tng in projects that recei ve t^e. Credits. I 
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will let other witnesses explain in depth why this 
is necessary and how it might best be accomplished. 

SS further recommend ^iiat Credit feg made 
r^fMn^^frl^ is tax-exempt nonprofit ownsrs qI Credit 
projects > As noted earlier, CDCs and other 
nonprofits cennot now own projects if the Credit is 
to be used, but are compelled to seek profit- 
motivated investors, usually through syndication. 
Making the- Credit , refundable to tax-exempt sponsors 
would enable them to by-pass the syndication 
process entirely. There would be three important 
benefits. First, the effectiveness of the Credit 
would be greatly increased at no additional cost to 
the federal government. Almost the entire Credit 
amount could be used to pay for housing, since it 
would no longer be necessary to pay substantial 
rates of return to attract investors or to ^ay 
syndication fees. Second, aizsembling the iXnancing 
for projects would be much simpler, faster, and 
more efficient if syndication were not necessary, 
especially on small scale projects • Third, and 
perhaps foremost, tax-exempt nonprofit sponsors 
could retain permanent control of the property and 
preserve the housing for low-income use beyond the 
15-year compliance period. Investment partnerships 
fonnad to own the projects are legally free to 
convert the property to high-income use at the end 
of 15 years. As housing markets become 
increasingly tight, the pressures to convert low- 
income housing to high-income use will continue to 
rise. I know that you will address this important 
problem as -it relates to HUD-assisted housing in 
your hearings tomorrow • Making the Credit 
refundable to tax-exempt owners would reduce the 
prospective loss of scarce low-income housing 15 
years from now. 

Hfi urss Cgnqrggg ^ pagg a technical corrections 
bUI that incorporates prQj/isl_QHS affecting ^ 
Lov«-Income Housing Tax Credit that were approved by 
.t'*lS House Ways and Means Committee and the Senate 
^ nance Committee last vear. While we have 
succeeded in using the Credit, the law as enacted 
in 1986 is lar from perfects Numerous changes of a 
primarily technical nature are needed to make the 
credit more effective and easy to use. 

While LISC generally supports the entire package of 
technical corrections, one change in particular is 
ne« ^ to make the state allocation set-aside for 
not*L ctit sponsored projects workablet For 
pi , J&8S of this set-e^ide,' the amendment would 
derfine qualified nonprofit organizations to include 
any organization that is wholly owned by a 
qualified nonprofit organization. The current 
definition requires that qualified nonprofit 
organizations must themselves be tax-exemptt 
However, other parts of the tax code applicable to 
tax-exempt entities make it extremely difficult — 
if not impossible for them to act as general 
partners in limited partnershipst For this reason, 
tax-exempt nonprofits generally participate in tax 
credit projects through subsidiaries that act as 
general partners in the owning partnershipSt It is 
essential that the state allocation set-aside for 
nonprofits accommodate this practice. Otherwise, 
the se^^-aside will have little usefulness. 



% 

/ 




183 



5 



if At-risk provisions that reduce ^ Credit ojx 
projects receiving below-market loans from 
qualified nonprofit Ign^gCS ShPtild hs. V^m^^^i No 
such penalty applies t*^ below-market loans made by 
states and localities. There is no reason to 
penalize a project merely because it receives a 
below-market loan from a nonprofit lender, on the 
contrary, congress should affirmatively encourage 
such assistance. 

• owners should ^ able ^ <:9mi% th9rag?lVg§ ^ SS^ 
time jL2 transfer Credit prPj^glPg ^ qualifi^a 
nonprofit oraanizg^ions H SLiSZ l2H££ i^han £^ 
market value. Such commitments would enable 
nonprofit .sponsors to use Credit projects to serve 
low*income people beyond the 15-year compliance 
period. 

• Xhfi requirement that Credit projects fefi available 
.£2C general pu blic should ustH preclude housing 
reserved JE<2r ^ homeless. ^l^^vlYt 
ohvsicallv Qji mentallv disabled, qj: S^hSJH $P?gi^l 
needs populations. Housing for these kinds of 
people is acutely needed in many communities. The 
Credit should be flexible enough to accommodate the 
full range of local housing needs. Prohibitions 
against using the Credit for nursing homes, 
sanitariums and other such facilities could be 
retained. 

This concludes my testimony. I would be happy to answer 
any questions. 
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CORPORATE INVESTORS IN LISC'S 
NATIONAL EQUITY FUND 1987 PARTNERSHIP 



ARCO 
Citicorp 

The Continental Corporation 

Eastman Kodak Company 

The Equitable Financial Companies 

First Interstate Bank of California 

Great Western Financial Corporation 

Hallmark Cards, inc. (VHI Ltd., Subsidiary) 

Payless Cashways, inc. 

J.C. Penney Company, Inc. 

The Stanley Works 

Transamerica Occidental Life Insurance Company 
USG Corporation 
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Chairman Rangkl. Thank you, Mr. Ditton. Mr. Dale. 

STATEMENT OF LARRY H. DALE, SENIOR VICE PRESIDENT FOR 
MULTIFAMILY ACTIVITIES, FEDERAL NATIONAL MORIQAGE 
ASSOCUTION 

Mr. Dale. Thank you, Mr. Chairman. I appreciate the opportuni- 
ty to appear here today to review Fannie Mae's early experience 
with the low-income housing tax credit and to review future pros- 
pects for the credit. 

Fannie Mae is a privately owned corporation with a congression- 
al charter that dedicates us exclusively to supporting residential fir 
nance, both single-family and multifamily. llirough our purchases 
of loans in the secondcuy mortgage market and our'^uance of 
mortgage-backed securities, we finance about one out of every eight 
mortgages in the United States. We help make housing more af- 
fordable for more Americans, particularly moderate and middle- 
income families. 

Fannie Mae is also developing a range of programs which help U 
finance decent affordable shelter for low and moderate-income 
families. In 1987 we created an Office of Low- and Moderate* 
Income Housing to focus and expand our efforts on behalf of the 
Nation's needier citizens. 

Our new office has made active use of the low-mcome housing 
tax credit, among other financing tools. Last year alone we invest- 
ed more than $lr2 billion in a variety of low- and moderate-income 
housing programs. These investments will help house nearly 35,000 
low- and moderate-income families. 

Our special efforts take several fo^ms. For example, we are ex- 
panding aggressively our community lending programs. We are co- 
sponsoring a number of studies to develop models for employer- 
spphoored affordable housing. In addition, we work with Sta^3 and 
local housing finance agencies to reduce the cost of mortgages fi- 
nanced with tax-exempt bonds by purchasing these tax-exempt 
mortgage revenue bonds. Fannie Mae's involvement reduces the 
agency's issuing cost, thus allowing them to pass along savings to 
first-time home buyers. The authority for such bond issuances, 
which is due to sunset at thie end .>f 1988, serves an extremely valu- 
able purpose. We encourage the subcommittee and the full C!on- 
gress to extend mortgage revenue bonds. 

We also believe that the ability of Fannie Mae and other corpo- 
rations to purchase these bonds magnifies their benefits for lower 
income home buyers. 

Our special programs mirror expanded efforts by states, local- 
ities, nonprofit organizations, and other corporations to address the 
housing needs of low- and moderate-income households. The low- 
income housing tax credit has been a central part of Fannie Mae's 
housing affordability efforts. We are committed to demonstrating 
the value of the credit and to encouraging other corporations to 
make use of it. 

In 1987 we committed to invest more than $40 million in housing 
that will qualify for tax credits, and we expect that figure to grow 
substantially during this year. The investments we made last year 
reflect the range of housing circumstances to which the credit can 
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be applied. Our largest commitment to date is for an investment of 
$28 million in New York City to help finance the rehabilitation of 
up to i,000 units of abandoned housing in targeted neighborhoods. 
In this project, the Enterprise Foundation is giving tecluiical assist- 
ance to New York s community groups, the city of New York is 
making available city-owned property at nominal cost, and both 
the city.,and the state are providing mortgage financing on conces- 
sionary terms. 

We already have identified two projects for financing, and we are 
eager to finance others. 

Another tax credit investment involves renovating an inner-city 
YMCA in Pittsburgh to provide 270 units of single-roors occupancy 
dwellings as transitional housing for the homeless.^ This project 
eiyoys local government support and financial assistance from a 
number of nonprofit foundations. 

We are also participating in a limited partnership with Mont- 
gomery County s Housing Opportunities Commission, and the in- 
vestment ann of the Potomac Electric Power Co. The county is ac- 
quiring 32 single-family homes through an inclusionary zoiiing pro- 
gram and is making them available as iow-income rental units by 
using the tax credit. 

In addition, we have invested in major low-income housing devel- 
opments in Cleveland and Baltimore with profit-motivated develop- 
ers. These investments are supporting the renovation of 820 units 
in Geveland and 78 units in Baltimore. 

This year Fannie Mae is continuing to pursue aggressively tax 
credit investment opportunities. By the end of the vear we a-e con- 
fident that our total commitment to tax credit investments will 
have naore than doubled, and we will have investments in 2JI areas 
of the country. 

Although improvements can be made, the tax credit is already 
an important tool for helping low-income families afford decent 
rental housing. Our strong support for the credit reflects this basic 
belief. 

In reviewing the passible changes to the credit, we believe the 
first priority should be making the credit permanent. The credit 
can help solve the growing shortage of affordable rental units for 
low-income families only if it is structured to provide a steady 
stream of investment opportunities. Because of startup delays and 
uncertainties associated with any new effort as well as the substan- 
tial learning curve associated with corporate investment in low- 
income housing, ending the program in 1989 will preclude any sig- 
nificant addition to the lower income housing stock. 

We also fully support the concept of legislation such as H.R. 
3663, sponsored by yourself and Representative Frank. That bill 
would provide additional tax incentives to encourage the preserva- 
tion of existing federally or State-assisted rental housing for low- 
income use. Prepayment of these loans with the potential loss of 
sucK housing for low-income families is a very serious and immedi- 
ate housing problem. If supplementing the tax credit can help pre- 
serve this housing for lower income families, we all should jump at 
that opportunity. 

At the same time, we believe the basic concept of H.R. 3663 must 
be accompanied by an increase in credit authority to the States. 
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Without additional funding H.R. 3663 could have the unintended 
effect of substituting preservation of existing subsidized housing for 
new housing initiatives, when both are sorely needed. 

In summary, Fannie Mae's experience with the low-income hous- 
ing tax credit has proven that this vehicle offers a potentially pow- 
erftil tool to help lower income families afford decent rental hous- 
ing. We believe that our ability to use the tax credit effectively will 
encourage othef 'jompanies to join in the effort to improve housing 
resources for lower income families and to leverage private re- 
sources. Providing permanent status for the credit and supplement- 
ing it with incentives such as those included in H.R. 3663, and 
added credit allocations to the state can help make substantial in- 
roads towards solving the problem of a shrinking supply of this 
housing. We should not settle for anything less. 

Thank you, Mr. Chairman, I would be happy to answer any ques- 
tions. 

[The statement of Mr. Dale follows:] 
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STATEMENT OF LARRY H. DALE,. SENIOR VXCE PRESIDENT, FEDERAL 
NATIONAL MORTGAGE ASSOCIATION 

Mr. Chairman and meiobers of the Subcoimittee: 

My name is Larry Dale. I am Senior vice President for Multifamily 
Activities at Fannie Mae. Fannie Mae is a privately owned 
-corporation with a federal charter. We are-^ dedicated exclusively 
to supporting residential finance — both single-family and 
multifamily. We do this by purchasing loans from lenders in what 
is known as the secondary mortgage market, and by issuing 
securities that. are backed by residential mortgage?. 

Fannie Mae is the nation's largest port;folio investor in 
mortgages, with $93.5 billion of mortgages outstanding vat the end 
of 1987. ' Fannie Mae also issues and- guarantees mortgage -backed 
securities (MBS), with $139.9 billion outstanding at year end 
1987. Together, Fannie Mae*s portfolio /purchases and MBS finance 
about one out of every eiciht mortgages in the United States. 

He help make housing more affordable for all Americans, 
particularly moderate-and middle-income families. In addition, 
during the past year we have expanded our m!;ltifamjly financing 
activities and increased our programs designed- to improve the 
access of low-income families to affordable, decent 
housing — through the low-income housing tax credit and in other 
ways. We are proud of our record, but we recognize the need to do 
more. 

I appreciate the opportunity to discuss Fannie Mae»s early 
experience with the low-incone housing tax credit and some of our 
thoughts on the future prospects for the credit. Fannie Mae 
strongly supports the credit, and I commend Chairman Rangel for 
his leadership in creating the credit in 1986, and for undertaking 
this timely review of the issue. 

The credit — created in the 1986 tax reform legislation — represents 
an inportant innovation in housing assistance for lower-income 
families. It provides a significant new financial incentive for 
the construction, rehabilitation, and preservation of lower-income 
rental housing. At the same time, it shifts the focus of 
decision-making about housing subsidies from the federal 
government to state governments, acting in partnership with 
localities, nonprofit organizations and private corporations like 
Fannie Mae. The tax credit is, and will continue to be, an 
important tool in meeting the nation's low-income housing needs. 

In areas with severe af fordability problems, states, localities, 
and corporations have increasingly recognized the housing problems 
of low-and moderate-income families as an area of concern. 
Additionally, corporations increasingly have been concerned about 
housing the work force upon which they rely. As a result, 
corporations have begun participating with state and local 
governments in trying to develop solutions. 

As a corporation dedicated exclusively to housing, Fannie Mae is 
developing a range of programs which help to finance decent, 
affordable shelter for low-and moderate -income families, our use 
of the low-income tax credit is one example of that effort. These 
investments are especially fruitful because our participation and 
experience can magnify the efforts of our partners and encourage 
other corporations to participate in a similar manner. 

My remarks today focus on three areas affecting the Subcommittee's 
review of the tax credit: 

o First, how have the housing needs of low-income families in 
the United States changed? And how has housing policy 
changed to accommodate these needs? 

o Second, what has been the role of public-private partnerships 
in meeting lower-income housing needs, and how has Fannie Mae 
participated in this process, including use of the low-income 
housing tax credit? 
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o Third, what changes should be made in the tax credit? In 
particular, how can the tax credit help to preserve existing 
multifamily housing dedicated to low-incone fanilies? 

y)W~irJpOME — HOUSING NEEDS AND THE CHANGING NATURE OF FEDERAL 
HOUSING POLICY ^ 

The nation's lower-incone households face severe problems in 
finding affordable, decent housing. This has been widely 
documented . 

While progress has been nade over the past several decades in 
improving housing conditions, many Americans remain ill-housed, or 
must pay significant proportions of their incomes for housing. 
Between 1940 and 1970, the , percentage of all households living in 
units that were ei'tiier physically dilapidated or lacked complete 
indoor plumbing facilities declined from almost 49 percent to just 
over 7 percent. Nonetheless, according to the Congressional 
Budget Office (CBO) , in 1983, nearly 10 million households were 
living in dwelling units requiring rehabilitation, or were paying 
more than 50 percent of their income for shelter. 

The housing problems that remain are heavily concentrated among 
lower-income households. As of 1983, 29 percent of all households 
with incomes equal to or less than 80 percent of the area median 
income were either living in physically inadequate housing, were 
paying more than one-half their incomes for housing, or 
experienced both conditions. Among households with incomes equal 
to or less than 50 percent of the local median, over 40 percent 
suffered from these conditions. These circumstances are 
unacceptable. 

For these lower-income households, the supply of available and 
affordable rental housing is shrinking, even the need for such 
housing expands. This dilemma has accompai. -» a significant 
increase in the number of Americans living . the official 
"poverty level" (as defined by the Census .-eau for 1987, 
$11,612 for a family of four), and a loss of real buying power. 
Since 1980, the poverty population has climbed from 12 to almost 
14 percent of the total, numbering about 35 million people in 
1987. Between 1974-1983, the poorest 20 percent of American 
households experienced a decline in real income of 4 percent. A 
study by the National Association of Home Builders (NAHB) found 
real structure rents (excluding utilities) increased by roughly 10 
percent during this period; 

These forces have combined to reduce dramatically the supply of 
affordable housing for lower-income renters, and the gap is likely 
to widen further. A 1987 study by the Neighborhood Reinvestment 
Corporation projected a shortfall of 7.8 million affordable units 
over the next 15 years, affecting 18.7 million Americans. 
Although more households are receiving housing assistance today 
than 10 years ago, the need remains acute and is li::ely to grow in 
the future. 

The Chanqincr Nature of Federal Housing Poliry 

Federal policies to address the ration's housing needs have 
evolved over a long period; they feature a combination of direct 
spending programs, targeted tax provisions, and credit support. 

Since the 1930s, federal policy has assisted homeowners by 
combining the tax deduction for mortgage-interest payments, along 
with federal mortgage insurance to allow households of modest 
means to acquire low down-payment financing for home purchases. 
Relatively few federal resources are directed toward spending 
programs to reduce the cost of purchasing homes for low- and 
moderate-income households. 
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Rental assistance has taken a different fora. since the 1930s, 
the federal governmenc has provided various types of subsidies 
either to reduce the cost of constructing or financing rental 
housing projects that are set aside for occupancy by lower-income 
tenants, or to pay a share of the rent for households living in 
these apartments. For the past several decades, tax policy 
supplemented direct spending programs with special provisions 
designed to encourage the construction of new rental housing. 

In recent years, the focus of rental assistance has changed 
significantly. Beginning in the late 1970s, we saw a sharp and 
accelerating reduction in the amount of direct federal assistance 
provided each year to assist additional lower-income renters. 
Also, the emphasis in federal assistance has shifted from 
project-based subsidies to housing vouchers and similar forms of 
aid which subsidize households living in dwellings of their oWn 
choosing. While vouchers work when apartments are available, they 
are much less effective in tight markets. 

The Low-Income Housing Tax credit as an Tnstrument of Federal Tax 
Policy 

The 1986 Tax Reform Act ushered in an important new chapter in 
federal housing assistance. The Act sharply curtailed benefits 
designed to encourage development of low-income rental housing, 
such as .accelerated depreciation. This resulted in a substantial 
reduction in investment in multifamily housing. We see the 
numbers monthly when <the Commerce Department reports housing 
starts statistics. The one bright light for affordable rental 
housing in the Act was the creation of tax credits for 
corporations and some individuals who invest in low-income rental 
housing. The tax credit gives states decision-making authority to 
allocate credits. Also, it encourages government to join with 
private corporations and nonprofit organizations in structuring 
financing for individual projects, 

PUBLIC-PRIVATE PARTNERSHIPS IN HOtlSTWG AND FANNIE MAE'S BXPRRTPMrg 
WITH THE LOW-INCOME HniT SING TAX CRFnTT ^'^ 

The shift in federal policies from project-based subsidies to 
individual assistance — in the face of persistent housing 
needs— has resulted in an increasing reliance on housing 
initiatives at the state and local level, and on partnerships 
between the public and private sectors. 

Some states and cities - Massachusetts and Philadelphia, for 
example — have set up "land banks" of abandoned properties for 
future housing, others are revising building codes and zoning 
regulations that drive up housing costs. City-based, 
public-private partnerships have sprung up across the country, 
including Pittsburgh, Kew York, Chicago, San Francisco, Oakland, 
and Boston, The Boston Housing Partnership — an alliance of city, 
corporate and non-profit entities — has rehabilitated 700 units 
since 1983 and is working on ai, ;ther 1,000 units. The Enterprise 
Foundation and the Local Initiatives Support Corporation (LISC) 
were established to provide seed money and technical assistance to 
community nonprofit developers, 

Fannie Mae is proud of the role it is playing in this emerging 
process. In 1987, we created an Office of Low- and 
Moderate-Income Housing to help focus and expand Fannie Mae's 
efforts to increase housing opportunities for our nation's 
neediest citizens. Last year alone, we invested more than $1,5 
billion, and committed to invest additional amounts, that will 
Help house nearly 35,000 low-and moderate-income families. We 
have provided each member of the Subcommittee with a copy of a 
report describing our low- moderate-income housing initiatives in 
more detail. 
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Our special efforts take several foms. For example, we are 
expanding aggressively our community lending programs, in which we 
provide primary mortgage financing, associated with subsidized 
secondary financing provided by a state, city or nonprofit 
organization. Another initiative is our co<*sponsorship of a 
number of feasibility studies of employer-sponsored affordable 
housing efforts. Typically, these programs involve joint efforts 
with local governments, major universities, or major employers in 
an area to provide solutions to severe housing supply and 
af fordability problems. 

We also have worked with state and local housing finance agencies 
to reduce the cost of mortgages financed with tax**exempt bonds. 
This has included purchasing tax-exempt mortgage revenue bonds, 
which reduces the agencies* issuing costs, thus allowing them to 
pass along savings to first -time home buyers. The authority for 
such bond issuances, which is due to sunset at the end of 1988, 
serves an extremely valuable purpose for first time home .buyers. 
We strongly encourage the Subcommittee and the full Congress to 
extend mortgage revenue bonds. 

Fannie Mae*s direct bond purchases have maximized the benefits of 
these bond to low- and moderate 'income home buyers. Enactment of 
a more limited "de minimis" rule would effectively preclude Fannie 
Mae from"^ using its remaining authority to provide this type of 
support for first-time home buyers. I realize we may be 
discussing this more in the next several months, but I want to 
tell you today how valuable for America's nome buyers it is for 
corporations like Fannie Mae to be able to purchase directly 
tax-exempt state and local housing agency financing bonds. 

Fannie Mae's Experience With the Low-Income Housing Tax Credit 

The low-income housing tax credit has been central in our housing 
af fordability efforts. Fannie Mae is committed to demonstrating 
the value of the low-income housing tax credit program and to 
encouraging other corporations to make use of it. In 1987 alone, 
-we committed to invest more than $40 million in housing that will 
qualify for tax credits, and we expect that figure to grow 
substantially during this year. 

The investments we made last year reflect the range of housing 
circumstances to which the credit can- be applied. Our first 
tax-credit investment involves the renovation an inner-city 
YMCA in .Pittsburgh which is supporting 270 units of 
single-room-occupancy dwellings as transitional housing for the 
homeless. This proj*3ct enjoys local government support and 
financial assistance from a number of nonprofit foundations. 

We also committed to invest $28 million in New York City to help 
finance the rehabilitation of up to 1,000 units of abandoned 
housing in target nisighborhoods. Fannie Mae works with the 
Enterprise Foundation, which is assisting New York's community 
groups to identify appropriate structures and helping them 
structure the transactions. The city of New York is making 
available city-owned properties at nominal cost, and both the city 
and the state are providing mortgage financing on concessionary 
terms. We already have identified two projects for financing, 
and we are anxious to finance others. 

We announced recently anot! — transaction in Montgomery County, 
Maryland, participating in a limited partnership with that 
county's Housing Opportunities Commission (HOC) and the investment 
arm of the Potomac Electric Power Company (PEPCO) . Montgomery 
County is acquiring 32 single-family hones through an inclusionary 
zoning program and is making them available as low- and 
moderate*-income rental units by using the tax credit. 
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We also are working as limited partners in major low-income 
housing developments that are sponsored by profit-motivated 
developers in Baltimore and Cleveland. our investments are 
supporting 820 units of renovation in ' Cleveland, and 78 unit's of 
rehabilitation in Baltimore. 

During this year, Fannie M^e is continuing to pursue aggressively 
tax-credit investment opportunities. By the end of this year, we 
are confident that our total commitment to tax-credit investments 
will have more than doubled, and we will have investments in all 
areas of the country. 

CHANGES TO THE TAX ipRRPTT 

The Chairman and cEO of Fannie Mae, David Maxwell, serves as the 
Vice Chairman of the National Housing Task Force, under the 
leadership of James Rouse, and with direction from Senators Alan 
rf^n™«^n^^?f Alfonso D'Amato. The Task Force soon will report its 
recommendations which, I»m reasonably sure, will deal with the 

iSn^^ivfSSn*.. S"^!^'. ^"'^"^ issues. Although 

improvements can be mjide, it is clear that the tax credit— barely 
a year old--is already an important tool for helping low-income 
families afford decent low-income rental housing: our strona. 

rx^^rl^nlrwS^iSrwlth^!^^^^^^ ^^^^ ^^^^^ ^^^^^^ °- P-^-^- 

illin^7ir^"^,?i°^^^l^^^ changes to the credit, we believe the first 
llt^il^ Tho JT. its availability on a permanent 

It A f^?^^^, ^®^P the growing shortage of 

affordable rental units for low- and moderate«income familiel only 
nLnr1.«'^i*;r? 1° provide a steady stream of investment 
^^^nJ?«?iS i-K °f start-up delays and uncertainties 

2?!°^:?^^'^ ''^^^ "^^ effort, as well as the substantial 

•learning curve" associated with corporate investment in 
"flfr?' 1""^^"^^ program in 1989 'will preclude any 
significant addition to the lower-income housing stock. 

«® support ^ the concept of legislation such as 

H. R. 3663 sponsored by chairman Rangel and Representative Barney 
Frank. That bill would provide additional tax incentives to 
encourage the preservation of existing federally- or 
housing for low-income use. Fannie Mae has 
participated in task forces and other efforts to address the 
possible loss of housing stock through prepayments of these 
mortgages. Prepayment of these loans, with the potential loss of 
such housing for its intended beneficiaries, is a very serious, 
immediate housing problem. if supplementing the tax credit can 
help preserve this housing for lower-income families, we should 
3ump at the opportunity. 

We believe that using the credit to encourage preservation of 
low-income housing must be accompanied by an increase in credit 
authority to the states. without additional funding for the 
*^^u ^* ^^v® the unintended effect of 

substituting preservation of existing subsidized housing stock for 
the many new housing initiatives which are currently using the 
credit and adding new low-income units to the stock, when both are 
sorely needed. Given the tremendous pressures on our supply of 
low-income housing, it is critical to encourage both preservation 
and new construction. 
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COHCLUSION 

Fannie Mae»s experience with the low- income housing tax credit has 
proven that this vehicle offers a potentially powerful tool to 
help low-income families afford decent rental housing. 

The tax credit is particularly important because it represents a 
unique means to channel the profit motive into helping our 
neediest families. In that way, it links the most fortunate in 
our nation with the least fortunate. 

Fannie Mae believes that our ability to use the tax credit 
effectively will encourage oth,.r companies to join in the effort 
to improve housing resources for lower-income families and to 
leverage private resources. Providing permanent status for the 
credit and supplementing it with incentives such as those included 
in H. R. 3663 and added credit allocations to the states, can help 
make substantial inroads toward solving the problem of a shrinking 
supply of this housing. We should not settle for rnything less. 

Thank you, Mr. Chairman. I am happy to answer any questions that 
you or other members of the Subcommittee may have. 
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Chairman Rangel. Could any of you tell us what kind of a rate 
of return you promise or the corporate structure is demanding in 

Mr. Dale. 

Mr. Dale. I can't give you a precise number. 
Chairman Rangel. Roughly. 

Mr. Dale. In round numbers it's probably 15 percent, but it 
vanes very substantially from transaction to transaction, based 
upon the risks and the rewards and the potential ^ 

Caiairman Rangel. Let me say this. I want to thank you for vour 
past contnbutions to the Joint Committee and the House Ways and 
Means Committee and Senate Finance Committee,- as well as for 
your testimony today. You know that we rapidly pixt together this 
as an emergency measure when the reform was wiping out the pas- 
sive loss^. We didnt know then, nor do we know now, exactly 
which IS the b^t route to go— and it is true that tiine has run out 
on us, one-third of the package is gone— and I am going to try mv 
damdest to get it extended. - ^ ^ 

But do you people— I know some of you work with Senator 
U Amato-do you know each other and do you meet at different 
meetmgs? I mean, you didn't meet for the first time today, did you? 

Mr. Ross. Some of us did. ^ 

Chairman Rangel. Because what I am suggesting? is this, that I 
hope that we can set up a team, starting with you lour, to meet at 
some later date. Because we don't have legislation on the floor, 
manjr of the Members returned to their home d^tricts and we 
didn t get the turnout that I would have hoped we would have 
gotten from the subcommittee. Dan Rostenkowski provided the 
leadership m making certain that we got something. Now comes 
the qu^tion, as we try to improve it. Members have to understand 
that It IS workmg, it can work better, and that we should be able to 
have some continuity or something that investors can depend on 
In addition to that, I think we in the Congress— I saw the prestigi- 
ous list that someone had, I guess it's Mr. Ditton, of the corpora- 
tions that had some sense of community responsibility— there's no 
question in my mind that we can establish some gocd will, those of 
us m the Congress, by encouraging them to get involved, especially 
before the next tax bill. ^ 

But I hope that I can get some kind of commitment that you will 
try to get together at a definite meeting to meet with Members of 
the subcommittee, if not the full committee— and I will ask Jon 
Shemer to meet with you. I have to run now. But I want to thank 
you for what you've done, and also look forward to working with 
you mdividually, and the outfits. I have many, many more ques- 
tions, but I have to meet with the Speaker on some of these issues 
that we are trying to get in a package, and so thanks again. And 
the committee stands adjourned. 
[The hearing was adjourned at 2:28 p.m.] 
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PRESERVING THE STOCK OF LOW INCOME 
HOUSING 



THURSDAY, MARCH 3, 1988 

f 

House of Representatives, 
CoMMirrEE ON Ways and Means, 
SuBCOMMirrEE ON Select Revenije Measures, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10:20 a.m., in room 
1100, Longworth House Office Building, Hon. William J. Coyne pre- 
siding. 

Mr. Coyne. I would like to begin the hearing by reading the 
opening statement of Chairman Rangel. 

Today, the Subcommittee on Select Revenue Measures of the 
Committee on Ways and Means will continue with its second day of 
public hearings on the role of tax policy in the development and 
preservation of low and moderate income housing. 

Yesterday, we took testimony on the low-income housing credit 
created by the Tax Reform Act of 1986. Today, we will take testi- 
mony on the role of tax policv in preserving the stock of low and 
/moderate income multifamily housing. 

Earlier in this Congrefis, Congressman Barney Frank, who will 
testify here later today, and Chairman Rangel, introduced H.R. 
3663. This legislation is designed to encourage the preservation of 
existing federally and State-aided multifamily housing for low and 
moderate income families. 

Our concern is that the owners of low and moderate income 
housing developments will exercise provisions of their mortgages, 
allowing them to prepay their debt and relieve themselves of the 
restrictions requiring them to rent to low and moderate income 
tenants. 

As these mortgage provisions begin to become effective the 
nation could begin to lose a significant volume of apartments for 
low and moderate income tenants. 

With the decline in Government support for low and moderate 
income housing, the results could be very devastating. 

The General Accounting Office has estimated a loss of between 
240,000 and 890,000 units of low and moderate income federally 
supported housing by 1995, if owners continue to prepay their 
mortgages. 

The problem extends to the States. In New York, the home State 
of the chairman, and in other States, there are housing assistance 
programs with similar mortgage provisions. 

(195) 
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The most notoble prcfgram in New York is the MitcheU-Lama 
PK^ram. While Gov. Mano Cuomo has acted to stem the tide of 
MitcneU.I«ma conversions and to Preserve the affordable housing 
for moderate income families, the State needs help from Washing 
ton to provide reasonable incentives for landlords tc encourage 
them to mamtam their projects for the groups they were originallv 
intended to assist. j 
We are also concerned about the preservation of cooperative 
housing for low and moderate income families. Like their rental 
counterparts, many Government-assisted housing coK)ps can prepay 
their mortgage and convert their project to a market-rate develop- 
ment. ^ ^ 
While conversion might result in windfall profits for the current 
cooperators, it would mean that the unite would no longer be avail- 
able to low and moderate income families. 

The subcommittee recognizes that the recently enacted Housine 
and Community Development Act of 1987 addresses the problem of 
prepaymente for certain Federal housing programs. 

Congress expressed in the legislation ite concern over the poten- 
tial loss of low mcome houoing unite and the grave harm that the 
loss would create. 

The legislation recognizes that the adequate supply of low 
mcome housmg has depended upon and will continue to depend 
upon a strong long-term partnership between the pubUc and pri- 
vate sectors that accommodates a fair rate of return on investment. 

It further recognizes that the reductions in the Federal housing 
budget and m tax benefite previ ously associated with low income 
housmg have mcreas^ the incentives for the private sector to 
withdraw from the production of low income housing. 

Therefore, Congress declared that efforts to preserve this housing 
for low mcome tenante must be tailored to the unique financial 
and market conditions of individual projecte. 

The purpose of this day's hearing is to see what Congress can do 
with tax provisions affecting housmg to help complement the Hous- 
mg Act provisions and to tailor additional opportunities for encour- 
aging the preservation of low and moderate income housing. 

We will also consider the problems facing low and moderate 
income cooperative housmg. The subcommittee expecte to learn 
what mcentives might be available to encourage cooperators to con- 
tmue operatmg their coop for the benefit of low and moderate 
income families. 

The subcommittee expecte the witnesses before it today will 
share with it the depth of the conversation problem facing us today 
and the solutions they may have for meeting the crisis. 

I am told that Mr. Frank will be here about 11 or 11:30, and so 
we will begin with—Barbara Kennelly has a statement. 

Mrs. Kennelly. Mr. Chairman, unfortunately, I was tied up in 
the Intelligence Committee most of yesterday and could not be 
here to l^ten to testimony. However, I do have copies of that testi- 
mony and will be reading it over the weekend. 

I do want to express my concerns about the functioning, or lack 
thereof, of the low-income-tax credit. 
We have a 4-percent vacancy rate in Hartford, Conn., my dis- 
^ct, which also happens to be the fourth-poorest city in Anierica. 
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Everyone is being squeezed, and, naturally, the poor and the near- 
poor are squeezed the hardest. 

I understand and-kiiow so well that no one has done more for 
low-income housing in Congress than the chairman of this subcom- 
mittee, and I commend Mr. Rangel for having these hearings and I 
commend him for his leadership. 

But we all know the low-income tax credit has a number of 
strikesragainst it especially that it is so new that considerable time 
and effort has been spent by the housing community in trying to' 
understand and improve it. I think these hea/ings, therefore, are 
very necessary right now, so we can determine if in fact this tax 
credit cari^work, and if in fact it cannot work, what we can do, 
down the line. 

But I am most interested because I have been a proponent of the 
historic tax credit well before I went on the Hartford City Council, 
let alone came to Congress. 

We have situations within my own area where projects stopped 
because of what happened in the tax reform bill of 1980. 

So, Mr. Chairman, I am glad we are having these hearings be- 
cause I feels that this is a question that we cannot let simmer too 
long, or there will be few historic rehabilitation projects going on. 
There will be few low-income housing going on, which is more im- 
portant. I have to give yon the caveat that no historic rehabilita- 
tion hurts housing since it has been used so well in relation to 
'housing for the low-income people. So I think there is a dual pur- 
pose here in these hearings, but most important, obviously, is low- 
income housing. I salute the chairman, Mr. Rangel, for having 
^ these hearings, and thank you for chairing them today. 

Mr. Coyne. Thank you, Mrs. Kennelly. 

We will begin with the first witness, Thomas Demery, Assistant 
Secretary for Housing. 

STATEMENT OF HON. THOMAS T. DEMERY, ASSISTANT SECRE- 
TARY FOR HOUSING, FEDERAL HOUSING COMMISSIONER, U.S. 
DEPARTPiENTOF HOUSING AWD URBAN DEVELOPMENT 

Mr. Demery. Thank you very much. 

I am pleased to be here today to share with j^ou some thoughts 
OD. techniques relating to the preservation of low-income stock. 

I can .see by the panel around me, and those who will follow, that 
you will hear from a wide ran^e of experts in this field. 

As FHA Commissionci, my job brings me f^ce to face, almost on 
a daily basis, with the issues of mortgage prepayments and poten- 
tial loss f/o the inventory due to expiring section 8 contracts. 

When considering the various tgpects connected with these sub- 
jects, I believe it is importav\t ^ seek a balanced and informed 
point of view. No one sector, be it an agency, tenant group, State or 
local body of Government* syndicator, developer, has all the an- 
swers. 

Each can. contribute a valid viewpuint which needs to be consid- 
ered when developing the composite solution. At HUD, the agency 
most immediately immersed in the daily fallout from prepayments, 
we have worked very hard to develop a sound public national 
policy that is broad and flexible enough to be consistently applied, 
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wfeUe, at the same time, sensitive to •'oecial needs of a specific situ- 
ation. 

The coriieretoiie* of this policy is a functioning partnership be- 
tween all ofihe previously mentioned sectors worlung together to 
solve a common problem. 

Tools such as rent increases, vouchers, certificates, moderate 
rehab, section 8, secondary financing, tax abatement, tax credits, 
and nonprofit transfers are all possible responses to be considered. 

A more detailed explanation is contained, in my written testimo- 
ny. It is my view that public policy sliould continue to be flexible so 
we can tailor solutions instead of finding the closest thing on the 
rack which appears to fit, and then being stuck with it 

Proper information for problem definition is the second key ele- 
ment. Prepayment and, preservation are emotional issues, and the 
actual number of imits at real risk is nowhere near as Wgh as to 
conclude that we are. on the verge of a huge crisis. 

I have heard it mentioned in the past that the pjtential to dis- 
place up to 1.8 million low-income Americans is looming right 
around the comer, , and while there is a composite number of 1.8 
million umts receiving subsidy today, that does not necessarily 
mean all the tenants affected by that subsidy will in fact be dis- 
i#.-.ced. 

My approach to problem-solving is to reduce concerns that are 
not founded in fact, to enlist all affected parties to contribute vj 
the solution, and to use creatively the tools and resources available 
to achieve the greatest benefit or result. 

I think a good example of this is the 600,000 units of section 
221(dX3) and 236 units considered at risk of loss becaiise of expiring 
use restrictions. 

A closer examination of that 600,000 unit number reverls that 
241,000 of those units are legally ineligible to prepay prior to the 
term of their mortgage without HUD approval. 

An additional 200,000 units, because of local market conditions, 
are unlikely to^prepay due to reasons of project feasibility. 

In other words, nearly 75 percent of the 600,000 units potentially 
at risk of loss are in fact reasonably secure as a low-income re- 
source for the 40-year term of the nort{?age. 

For those mor^ages which have prepaid, the issue of potential 
tenant displacement has been successfully resolved, on a case by 
case basis through the use of vouchers, certificates and community 
assistance. 

I have submitted in my written testimony rather lengthy and de- 
tailed explanations of the various programs that I just referenced, 
as well as some statistics. I want to give the panel and the subcom- 
mittee sufficient time to ask any questions or raise any issues they 
may have, so I would like to terminate my summary remarks, and 
turn to any questions. 

[The statement of Mr. Demery follows:] 
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STATEMENT OF THOMAS T. DEMERY, ASSISTANT SECRETARY FOR 
HOUSING, FEDERAL HOUSING COMMISSIONER, U.S. DEPARTMENT 
OF HOUSING AND URBAN DEVELOPMENT 

Good morhing- I an r.easeo to be here td share with this Ccmhittee 
THE Department's thoootts on the housins preservation problems facing 

THE country how A(0 IfiTO TKC NEXT DECADE- 



I WOULD LIKE TO PRESENT KY TESTIWMT IN THREE PARTS* FiRSTi I WILL 
PROVIDE A BRIEF DESCRIPTION OF THE OmftEKT LOW INCQHE HOUSING PORTFOLIO 
AND THE PROGRAMS UNDER WHICH THAT HOUSING WAS CREATED- SECOND^ I WILL 
DISCUSS HOW SOME OF THOSE WITS COULD BE REMOVED FROM THE PORTFOLIO AND 
CONVERTS TO USES OTHER THAN LOW INCOME HOUSING- FINALLY* I WILL IDENTIFY 
SOME TOOLS THAT COULD POSSIBLY REDXE THE POTENTIAL LOSS OF" UNITS FROM 
THE LOW INCOfC HOUSING STOCK- 

m CURRENT STOCK 

The attachments to my statement describe the current stock of assisted 
housing- v4lile this portfccid totals about 4-3 million units, the preservation 
issues we are addressing today relate primarily to the approximate 1-5 million 
UNITS IN Items 1 twouch of the first attachment- These units were built in 

THE sixties AND SEVENTIES* FINANCED WITH PRIVATE CAPITAL AND ASSISTED THROUGH 
TWO FORMS OF DiREa FEDERAL SUBSIDIES! INTEREST REDUaiON PAYMENTS AND TENANT- 
BASED SUBSIDIES- Approximately iwo-thirds of these units were also developed 
WITH FHA mortgage insurance- 

ft.EASE LET ME GIVE YOU A BRIEF DESCRIPTION OF HOW THESE PROGRAMS OPERATE - 
I THINK SUCH A DESCRIPTION WILL HELP YOU TO UNDERSTAND THE PRESERVATION PROBLEMS 
WE ARE FACING TODAY AND TO EVALUATE OPTIONS FCrf ADDRESSING THOSE PROBLEMS - 

0 IflTgREST REDUCTION PAWNTS are paid td mortgagees on behalf of 
SEaicN 256 and BrtIR PROJEas- In the BHIR PROGRAMi the subsidy 

WAS provided as a ONE-TIHE BUYDOHN that gave the PROJEa A i|0-YEAR 

mortgage at 31- In the Section 236 program* the interest subsidy 
IS paid monthly over the life of the mortgage- KUD pays the 

MORTGAGEE THE DIFFERENCE BETWEEN DEBT SERVICE DUE AT THE MARKET 
RATE IN EFFECT WHEN THE MORTGAGE WAS MADE (GENERALLY BETWEEN 6 AND 
9 PERCENT) AND THE DEBT SERVICE THAT WOULH BE REQUIRED AT 12- 



RES7RIC7SD AS TO RATES OF RETU^JM AND USE 0^ THE UNITS- MORE 
SPECIFICALLY, OWNERS A39EED TO HOUSE LOW AUD MODERATE lNCf>"£ 
FA»<tlI£S, TO CHARGE THOSE FA-ILIES CN-Y Ti*£ SUBSIDIZED «£N7S 
HUli FOfWULAS DSTERrilNED AND TO PAY THEMSELVES OMY A LIMITED 

rcturw - l-e, annuallyi no more than 6* their original eouity- 
(Monprofit owmers, of course, receive no distributions.) 



These interest reduction subsidies enable project own:rs 
to charge lower rents and still ca/eft reasonable costs of 
operating these PROJECTS- 



THtse suasisicCi PR03fecT owner: 
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The comtractual docwckts oh these PwjEqs hwvidc that 

THESE HKTS AM) USE HESTRICTIOHS 6EHEWLIY WIU AP«.Y AS LONG 
AS THE WJITGAGE KEMAINS IN PLACE. HoWEVER, THESE OOOffCKTS 
AtSO ftWIDE THAT SOME OWNEXS MAY WEPAY THESE MORTGAGES WITHOUT 
MID APPROVAL AFTER 20 YEARS* ThIS njEPAWCa RIGKT IS 6ERERALLY 
AVAILABLE TO LIMITED DlVtOdB OMTERS WHO DO HOT RECEIVE RENT 
SUPPLEMBfT ASSISTANCE AND «HD HAVE NOT OTHERWISE A3REED TO 6IVE 

OR MODIFY THIS RI6HT (E»6», IN RETURN FOR A WORKOUT)- 
teNPROFIT OWNERS AND LIMITED DISTRHUTIOH OWNERS WHO RECEIVE 
RENT SUPPLBCKT ASSISTANCE MAY JJQI PREPAY- ThESE OWNERS ARE 
'LOCICEp-IN* TO THE RENT AND USE RESTRiaiDNS FOR THE WTEAR 
TERN OF THEIR MORTGAGES* 

0 TEHAHT-BftSFO are made in the Rent SuPR.tMENT, Rental 

Assistance (RAP) and SEaioN 8 programs* These subsidies seksrally 

EQWL THE DIFFERENCE BETWEEN THE HUD-ESTABllSHED RENT FOR THE 
WIT AND APPROXIMATaV 30 PERCENT OF THE FAMILY INCO«* ThESE 
SIBSIDIES CAN BE USED ALONE OR 'PIGGYBACKED* OH TOP OF THE INTEREST 
REDUaiON SUBSIDIES I JUST CCSCRIBED. ftlOJEaS DEVELOPED UNDER THE 

221(D)(3) Rent Suppldcnt program and the 221(d)W) Section 8 

PROSIAM REttlVE ONLY THE TENANT-BASED SUBSIDY* StalON 236 AND BMIR 
PRWEaS MAY RECFIVE BOTH INTEREST REDUCTION AND TENANT-BASED 
SUBSipiESi APPROXIMATaV 50X OF THE HUO'INSURED AND HUD-HaO BMIR 
AND 236 UNITS BENEFIT FROM BOTH FOWS OF SUBSIDY* TeNAHT-BASED 
SUBSIDIES WERE MADE AVAILABLE TO BrtiR AND 236 PROJEaS AT WHICH 
LOW IHC01E FAMILIES COULD NOT AFFORD EVEN THE REDUCED RENTS THAT 
RESULTED FROM THE INTEREST REDUCTION SUBSIDIES* 

— In accepting tenant-based subsidies, owners agreed TO LET 
HUD LIMIT RENTS TO THOSE NECESSARY TO COVER REASONABLE 
"OPERATING COSTS OR THOSE DICTATED BY HUD's MARKET RENT 
STUDIES* (VneRS AGREED TO SO DO FOR THE TERM OF THE 
SUBSIDY CONTRACT* CONTRACT TERnS VARY BY THE TYPE OF 
SUBSIDY. Rent SUPPLEMENT CONTRACTS HAVE IjO-YEAR TEmS* 
RAP CONTRACTS CONTINUE FOR THE LIFE OF THE 235 MORTGAGE* 

Section 8 contracts were written for 5, 15 or 20 year terks 

but owners OF the 15-year CONTRACTS GENERALLY HAVE THE RIGHT 
TO OPT OUT AT THE END OF EA« FIVE-YEAR INCREhENT* 

\(HIU ALL FOfWS OF TENAKT-flAStD SUBSIDY STILL EXIST, RENT 
SUPPLEMEKT AND RAP ASSISTANCE IS CONCENTRATED PRIMAR?'" 
I?. ^JA\c Moc.VC. . ,„^;ZcD, Hupi-iNSUREu ?K0J£C1:>* AT HuD^ 
INSURED AND HUD-HaO PROJECTS, THE TENANT-BASED SUBSIDY 
IS NW PRIMARILY SECTION 8- i^lLE RSNT SUPPLEMENT AND 
RAJ> WERE PREViCUSLY USED IN INSURED AND AND HUD-HaO 
PROJECTS, IN THE EaRLY EIGHTIES WE REPLACED THOSE FORMS 
OF TENANT-BASED SUBSIDY WITH SECTION 8» 
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This assisted iHvoiroRr is owa by both not-«r-«ofit and pmfit- 

fCTTlVATHl OWNERS* ThE ntOFIT-fOTIYATED (MNCRS ARE PRIMARILY LIMITED 
WUr™EI®4IPS- (kvlflUSLY, SOCIAL COHCERHS MOTIVATED THE MOT-fOR-fROFITS TO 
fARTIClPATE. In COKTRASTi fftOF IT-MOT I YATED ONHERS WERE ATTRACTED PRIMARILY 
BY THE SIZEABLE .TAX KNEFITS ASSOCIATEB WITH 0IMIN6 LOWIHCOME HOUSIHG- 

These tax behefits tixmb> rRw sevewil prwisioms of the tax law mt the 

MOST IMPORTAKT EMDUCBCKT ms TH£ ABILITY TO DEPRECIATE A PRO^a »RE 
RAPIDLY THAN OTHER REM. ESTATE COULD BE OCPREClATEDi AID TO USE THE INCREASED 
DEPRECIATION TO PEDUCE TAXES ON BOTH INCOME PROM THAT PROJEa AND INCOME FROM 
OTHER SOURCES- 

THg pnTFwrrAL for loss 

Our ANALYSIS INDICATES THAT MOST OF CURRENTLY ASSISTED UNITS WILL CONTINUE 
TO HOUSE LOW AND MODERATE INCO^C FAMILIES FOR THE TERM OF THEIR MORTGAGES OR 
StBSIDY CONTRAaS> AtO EVEN BEYOND- HoWEVER^ OUR ANALYSIS ALSO INDICATES THAT 
sore OF THESE UNITS WIU BE REMOVED FROM THE LOW INCOME HOUSING STOCK IF 
ADDITIONAL FINANCIAL INCEKTIVlS ARE HOT MADE AVAILABLE* MMllE WE BaiEVt 
SOME AN^YSTS HAVE GREATLY EXAGGERATED THE SIZE OF THE POTENTIAL LOSS^ WE DO 
RECOGNIZE THAT LOSSES ARE POSSIBLE AND, "N SOME CASESi EVEN INEVITABLE- 

I HAVE ALREADY GIVEN THE HOUSING SOBCiMMlTTEE DATA ON OUR ESTIMATE OF THE 
SIZE OF THE PROBLEM AND I HAVE ATTACHED SOME OF THAT DATA TO THIS STATEMENT - 

Today, I would like to describe the ways in wich units could be removed from 

THE LOW INCOME HOUSING STOCK- ThERE ARE THREE WAYS SUCH LOSES C01A.D OCCUR - 

FIRSL UNITS will BE LOST IF OWNERS EttRCISE THEIR CONTRAaUAL RIGHT TO 
PREPAY THEIR MORTGAGES AND CONVERT THEIR PRCJEaS TO MORE PROFITABLE USES- 
OWNERS WILL PREPAY MHEN THE PROJEas' HOUSING MARKCTS AND PHYSICAL CONDITIONS 
WOULD PERMIT RENTS AW)/OR SALES fRICES THAT WOULD PRODUCE A SUBSTANTIALLY 
HIGHER NET RETURN THAN OWNERS COULD DERIVE FROM OPERATING THE UNITS AS RENTALS 
FOR LOW AfO MODERATE INCGME FAMILIES- 

0 Whiit THE 1987 Housing Act significantly restricts owners' ability to 

EXERCISE THEIR CONTRAaUAL RIGHT TO PREPAY AND Wia MAKE IT DIFFICULT 
FOR OWNERS TO PREPAY DURING THE NEXT 2 YEARS, THE ACT DOES NOT ELIMINATE 

the potential for prepayment- some owners may be able to meet the 
Act's prerequisites for prepayment and other owners will merely delay 

PREPAYMENT U^fTIL THE '87 Act's RESTRiaiONS SUNSH IN FEBRUARY 1990- 

0 Our studies show that, by 1995 at most 1,361 pRCJEas with 15^1,000 
UNIT5 may choose to prepay- These pROJEas account for 25X of 
235/B.''iIR portfolio and 3-bA or the ^-2 million units of HUD-ASSisTfey 

RENTAL HOUSINS NOW AVAlLABlE- 

— KE estimate that ABOUT 739 of these PROJEas WOULD OeaiNE ANY 
INCENTIVES CURRENTLY AVAILABLE AND WOU.D DEFINITELY COrlvSRT THE 
PROJEa TO HIGHER INCCME USE- 

Orj THE BRIGHTER SIDE, WE BELIEVE AN APPROPRIATE MIX OF INCENTIVES 
COU.C PERSUADE OWNERS OF THE REMAINING 622 PROJECTS TO CONTINUE 
TO HOUSE LOW AND MODERATE INCOME FAMILIES- 
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0 I BaiEVE IT IS IMPORTAHT TO NOTE T>UT A PREPAYMENT WILL NOT ALWAYS 
RESU.T IN A LOW IHCQHE FAMILY LOSINB SUBSIDY. SOME UNITS IN SOC 
PREPAYING PROJECTS WIU BE COVERED BY SECTION 8 CONTRACTS THAT WILL 
COKTIIWE aCYOND THE PREPAYMENT. ThE AFpOROABIHTY OF OTHER UNITS 
CAW BE PfJESCRVED THROUGH VOUCHERS, AND HAVE BUDGCTEO TO GIVE 
VOUCHERS TO ALL ELIGIBLE FiWILIES ADVERSELY AFFECTED BY PREPAYMENTS. 

The second way the low and moderate income stock coild be reduced is 

THROUGH PHYSICAL DETERIORATION. *ILE THE GREAT *MAJORITY OF THIS STOCK IS 
WaL-MAINTAlNQ), A SMM.L PERCENTAGE OF THESE UNITS NOW NEED REPAIRS AND 
REPLACBIENTS OF MAJOR COMPONEKTS, AND THE PROJECTS' CASH aOWS AND RESERVE 
ACCOtmS ARE NOT ADEQUATE TO MEET THESE NEEDS. In THE PAST> SOfC OF THESE 
NEEDS WERE MET THROUGH OUR ^EXISLE SUBSIDY PROGRAM/ OWNER CaNTRIBUTIONS 
AM) RESYNOICATION PROCEEDS. 

0 Mhme THE Tax Reform Act establishes a low income tax credit> 
IT also reduced the incentive for^owhejs to contribute funds and 

THE market for RESALE AND SYNi;laTI0H CF THESE PROJECTS. ThE Act's 
RESTRICTIONS ON USE OF PASSIVE LOSSES/ ITS RKUIREMENT FOR 27*5 YEAR 
STRAIGHT-tIKE DEPRECIATION^ AIO ITS ALTERNATIVE HINIMUH INCOIE TAX 
ELIMINATE THE TAX ADVANTAGES PREVIOUSLY ASSOCIATED WITH OWING LOW 
INCOfE HOUSING. 

0 )iH\Ll WE WILL CONTINUE TO MAKE attlBLE SUBSIDY AVAILABLE FOR 
REPAIRS AND FOR REPUCEMENT OF CAPITAL ITEMS> aEXIBLE SUBSIDY 

funds are limited by budget considerations. 
The third way units may be lost is through termination of Section 8 

CONTRACTS. CONTRACTS TEWINATE EITHER BECAUSE THEIR 5> 15 OR 20 YEAR TEWS 
EXPIRE OR BECAUSE AN OWNER EXERCISES HIS/hER CONTRACTUAL RIGHT TO "oPT-OUT* 
AT THE END OF AN INCRDCKTAL FIVE-YEAR TERM. ThE BULK OF THESE CONTRACTS WILL 
TEWINATE IN THE MID"1990's. SOHE ANALYSTS BRIEVE THAT THESE CONTRACT 
TEJWINATIONS WILL CREATE MASSIVE AFFORDABILITY PROBLEMS. ThAT SIMPLY IS 
NOT THE CASE. 

0 \(HILE SOME STUDIES ASSUME THAT MANY OWNERS WILL OPT-OUT AT THE 
EARLIEST 'POSSIBLE DATE* RECENT EXPERIENCE INDICATES THAT WILL NOT 
HAPPEN. (XfER THE PAST THREE FISCAL YEARS* OWNERS OPTED OUT OF ONLY 
ABOUT ONE PERCENT OF THE SECTION 8 UNITS THAT CAKH UP FOR RENEWAL- 
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0 Op coursc# « «ux sec Section 8 contkacts expire ovck t>c ntxr 

DECADE* HOWEVEII# THESE EXPIMTIONS WILL NOT NECESSARILY CREATE 
AFFOHnaiLITY PtOBLBB MR LOW INCOME TENAKTS* ThE KIYSICAL 
COtOITION AND LOCATION Of MANY OT'TriESE UNITS WILL DICTATE 1>UT 
li^EY RDUIN AVAILABLE TO lON INCOME USE* IT SIHPLY WOULD NOT BE 
FEASIBLE OR COST EFFECTIVE TO CONVERT SOKE OF THESE UNITS TO 
HIGHER INCOrC USES* 

0 He, HOWEVER/ RECOGNIZE THAT SOHE CONTRACT TERNINATiONS WILL CAUSE 
AFFORDABILITY PROBLBfS FOR LOW INCOME HOUSEHOLDS AND WE ARE 
PREPARED TO ADDRESS THESE PROBLEMS* ThE DEPARTMENTAL BUDGET 
PROVIDES THAT AU ELIGIBLE TENANTS AFFEaED BY EXPIRING SEaiON 8 
CONTRACTS WILL RECEIVE HOUSING VOUCHERS* In THIS WAY/ NEEDY 
FAMILIES WILL CONTINUE TO RECEIVE ASSISTANCE* «. 

The POTENTIAL LOSSES 1 HAVE DESCRIBED ABOVE ARE JUST THAT"" LOSSES THAT 
COULD POTENTIALLY OCCUR IF ADDITIONAL TOOLS AND RESOURCES ARE NOT APPLIED* 
I AND MOIT OTHERS BaiEVE THAT THESE POTENTIAL LOSSES COULD BE SIGNIFICANTLY 
REDUCED WITHOUT UNDULY BURDENING TENANTS AND WITHOUT ABBROGATING OWNERS' 
CONTRACTUAL RIGHTS IF: 

1) The Federal GovERJtiENT/ state and local GovERfwENTs and 

INDUSTRY GROUPS WWC TOGETHER TO DEVaOP COST EFFECTIVE TOOLS 
AND INCENTIVES THAT CAN BE APPLIED FLEXIBLY ON A CASE^BY-CASE 
BASIS* 

2) The costs of TnosrTib'LS and incentives are equitably distributed 

BETWEEN ALL LEVELS OF GOV£RJ«EffT, PROJECT OWNERS AND TENANTS* 

pn<;?;TWF WAYS to rfduce loss of low \w:(ri »»ITS 

1 WOULD NOW LIKE TO IDENTIFY SOf^E TOOLS THAT HUD AND/OR IttWSTRY 
REPRESENTATIVES BELIEVE COULD BE USED TO AvOID/mINImIZE THE LOSSES ASSCIIATED 
WITH PREPAYHENTS* HOWEVER, BEFORE DOING SO, 1 WANT TO STRESS THAT 1 AM NOT 
PREPARED TO RECOHWEND ALL OF THESE TOOLS OR TO SUGGEST WHICH TOOLS SHOULD 

BE USED IN PARTICULAR INSTANCES* KUCH K)R£ ANALYSIS WILL BE NEEDED BEFORE 
WE CAN ENDORSE SOME OF THESE TOOLS- AlL 0^ US NEED TO CAREFULLY EXAMINE 
Tk£ pros and cons and The COSTS ASSOCIATED WITH EACH TOOL AND DECIDE WHAT 
IS THE HOST COST-EFFEaiVE WAY TO PROCEED- 
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FiRST^ omn mo aae LiicaY to prepay cold be wovioeo with ihcektives 

TO RETAfK UNITS AS LOW AlO fODEWTE INCOnC RE.'ffALS. To IE EFFEaiVE^ THE 
IHCEKTIVES NEED TO WOVIIIE WTURK CflMWUlABLE \t) HETUWC tHE OWNERS COULD 
OBTAIH FROH COWVERTIHG THE mxXCT TO OTHER USESi INDUSTRY REPRESENTATIVES HAVE 
SUGGESTED THAT WE CONSIDER THE TOOLS I'VE LISTED 3aOW. AlSO, THE HOUSING AND 

CoNWNiTY Development Act of 1987 reouires'that we consider some of these tools- 

0 ££l &*?If*S ^LL/PART OF ANY RFSIDUAL RgCEfPT S THAT HAVE ACOMn ATFfi 

T>iE PPOJFrr.' Residual receipts exist if the PROJEa has, in any 

rcAR, generated cash in aCESS OF mOUHTS NEEDED FOR EXPENSES AND 
AaOWABLE distributions. H<ILE many 235 AND BMIR PRCJEaS DO NOT 
HAVE RESIDUAL RECEIPTS, THE PROJEaS LIKELY TO PREPAY ARE THE PROJEaS 
MOST LIOLY TO HAVE SIZEABLE RESIDUAL RECEIPTS. U*DER CURRENT PRO- 
CEDURES, OWERS, WOULD RECEIVE THESE FUNDS 0»tY WHEN THE 236/BHIR 
MORTGAGE WAS PAID OFF; HENCE, EARLY RELEASE OF TH?SE FUNDS COULD 
REMOVE ONE INCENTIVE TO PREPAY. 

0 Increasing the anwuai tash ptsTRimiTinHs w owNgR ts juinypr) 
PAY pw?jfcT m^f' Presently, BHIR and 236 owners may pa^ 

our ONLY 61 OF THEIR ORIGINAL EQUITY INVESTMENT AND THAT RUITY 
FIGURE IS CALCULATED AS THE DIFFERENCE BETWEEN THE PROJEa'S 
iMML MORTGAGE AND MfilHAL REPLACEMENT COST- It's BEEN 
SUGGESTED THAT WE RECOMPUTE THE EQUITY BASE USING THE DIFFERENCE 
BETV- THE project's CUHREtfT APPRAISED VALUE AND QMM WRTGAGE 

BALANCk* Doing SO would significantly increase the dis"^ri but ions. 

— For EXAMPLE/ THE RATIONAL HouSiNG PRESERVATION TaSK FoRCE 
estimated THAT ON ONE BMIR PROJEa WHERE THE APPRAISED VALUE 
HAS INCREASED FRW $L6,500 TO MO,06o/UNIT, THE ANNUAL ALLOWABLE 
DISTRIBUTION WOULD INCREASE FROM $99 TO $1,580/UNIT. Of COURSE, 
THIS INCREASE WOU.D BE FEASIBLE ONLY IF THE PROJECT'S CASH aOW 
CAN BE INCREASED TO GENERATE THE ADDITIONAL DISTRIBUTION OF 
$131/«0NTH. 

— VfHiLE WE ARE DEFINITELY OPEN TO USING THIS INCENTIVE, WE HUST FIRST 
DETEfWINE WHO WILL ABSORB THE REUTED COSTS. WiLL HUD ABSORB 
«ALL/PART OF THE COST Br INCREASING EXISTING SUBSIDIES? CaN TENANTS' 
RENTS BE INCREASED? COXD STATE AND LOCAL 60VEf<»ncr,io „uv,rcKT T-E 
PROJECT'S CASH aOW THROUGH TAX ABATEMENT OR OTHER TOOLS? 
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Most analysts BaievE that the incektives I have just described will 

INDUCE SOHE CMHZPS TO .^CTAIN CNNERSHIP AlO TO COMTIHUE TO REKT TO LOW AND 
HODERATE INCQHE FAMILIES- HoWEVER, WE ALL KNOW THE OTHER OWNERS WILL STILL 
ELECT TO saL THEIR PROJECTS* FORTUNATaY, A SALE NEED NOT ALWAYS REMOVE 
UNITS FROM THE LOWCOST STOCK* We COULD REDX5 THE WIT LOSSES ASSOCIATED 

with these sales by: 

1) Increasing the number of entities who are willing to buy these 
properties and maintain their low'income use* 



2) Giving the current owners incentives to saL to these entities* 
While these incentives would need to provide returns close to the 

returns owners C0U.D derive FRCM converting PROJEaS TO OTHER USES, 
owners WOULD PROBABLY ACCEPT SOMEWHAT LOWER RETURNS BECAUSE THEY 
WOU.D NOT NEED TO !NCUR THE MARKETING AND IMPROVEMENT COSTS 
ASSOCIATED WITH CONVERTING THE PROJECT TO A MARKET'RATE USE* 

n.EASE LET ME BRIEFLY IDENTIFY SOME OF THE TOOLS THAT HAVE BEEN SUGGESTED 
FOR CARRYING OUT THESE TWO TASKS* 

0 The LOW-INCOME HOUSING TAX CREDIT * TaX CREDITS COULD BE A MAJOR 
TOOL FOR CARRYING OUT BOTH TASKS* BY ALLOCATING TAX CREDITS TO 
THESE PROJEaS# THE STATES COULD RESTORE SOME OF THE TAX ADVANTAGES 
THAT WERE ELIMINATED BY THE TaX REFOW Act'S CHANGES IN DEPRECIATION 

and passive loss rules* 

— , The tax credits can attract profit-motivated purchasers who 
would otherwise not consider purchasing low income housing* 

" The CREDITS can also enable MORE NON-PROFIT GROUPS TO BUY 
THESE PROJECTS* ThE NON*PROFITS CAN FORM SYNDICATES TO USE 
THE CREDITS* INVOLVEMENT OF NON'PROFITS IS DESIRABLE AS 
NON-PROFIT GROUPS GENERALLY WOaD RETAIN THE LOW AND MODERATE 
INCOME USE or THE PROJECT FOR EVEN LONGER THAN THE IS YEARS 
REQUIRED BY THE TAX CREDIT RULES* 

GWEN THE POTENTIAL EFFECTIVENESS OF THE CREDIT, ! AH VERY 
PLEASED TO SEE THAT SOfE STATES — INCLUDING YOUR HO^*E STATE, 
«R. ChaIRWN — PLAN TO DEVELOP THEIR OWN TAX CREDIT PROGRAMS- 
StAI- credits COULD OPERATE SEPARATELY FROM THE FEDERAL 
CREDIT OR COULD BE ADDED TO YhE FEDERAL CREDIT, WHEN THE FEDERAL 
CREDIT WILL NOT PROVIDE A RETURN SUFFICIENT TO PRESERVE UNITS- 



AM) 
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PRgP A Y ^K P TO USE m LOAN PRQCEEns TO T*Kg raiT Ai l/paitt of TWF^ r ^ 
iflUm. WITH EQUITY CWPUTED USING THE PROJECT'S CURREMT APPRAISED 
VALUE. NklLE I HAVE PREVIOUSLY TESTIFIED THAT WE WILL SERIOUSLY 
CONSIDER THIS TOOL AN'* THE 1987 HOUSING Aa PROVIDES FOR SUCH LOANS, 
BEFORE 'APPLYING THIS TOX WE MUST OVERCOME THE OBSTACLES ASSOCIATED 
WITH IT. For EXAMPLE: 

— How will PROJEas pay the additional debt service associated 

WITH THESE LOANS? Can REKTS BE INCREASED AND STILL BE AFFORDABLE 
TO LOW AND MODERATE INCOME TENANTS? 

— WILL HOLDERS OF THESE PROJEas' MORTGAGES ACCEPT SECONDARY 
FINANCING THAT IS SECURED BY THE PROJECT? WHILE THE '87 HOUSING 
Aa PROVIDES THAT MORTGAGEES MAY NOT WITHHOLD APPROVAL DURING 
THE NEXT 2 YEARS, WAT HAPPENS BEYOND 1990? 

0 JnCREASING RENTS OF RHIR AWn 9^8 TFNANT5: Tmaj nOW PAY LF5;S TUiu ^f^ 
Qf INCQME FQR ^jf^ . CURRENT LAWS AND PROCEDURES, THESE 

PROJEas' HIGHEST INCOME ^FKANTS KAY PAY NO MORE THAN THE Hl'D- 
APPROVED "market" rent. 1hIS RENT IS ALMOST ALWAYS LESS THAN 301 
OF THE F/^?ILY'S INCOME AND CAN BE AS LOW AS 15X OF A FAMILY'S INCOME. 

" While any 236 or BHIR PROJEa may have tenants paying these low 

PERCENTAGES OF INCOME, PROJECTS LlKELY TO PREPAY PROBABLY WILL 
HAVE THE HIGHEST PERCENTAGES OF THESE TENANTS. 

— If THESE TENANTS' RENTS WERE INCREASED TO 302 OF THEIR INC0M.ES, 
ALL TENANTS WOULD PAY THE SAME PERCENTAGES OF INCOME AND THE 
ADDITIONAL INCOME COXD BE USED TO OFFSET THE COSTS OF THE 
EQUITY TAKE-OUT AND INCREASED DISTRIBUTIONS I JUST DESCRIBED- 

0 Allowing ov>-ners to cowgRi part of a pp qjfct to HAPKbi ratf 

WHILE RETAINING ^OHl OP THF U^lTfi F QR^LO>^ _AND HQDERATF [NCOHg 
fi£filALi. U<ILE SO^E UNITS WO-JLD BE LOST, LOOSING SOME UNITS IS 
BETTER THAN LOOSING ALL OF THE PROJECT'S UNITS. 




207 



0 ^J^Jl ^PH CY' Pfl^WDATTOW A ft CORPORATE GROUTS TO ASSIST WQH-pf:OFJIi 
m PURCHASING TWESP PROJECTS ^ ThESE Gr'aNT'/wULO ASSIST IN CLOSING 
THE GAP BETWEEN THE SALES PRICES/r'ekTS Oi«ERS COULD GET IF THEY 
CONVERTED THE PROJEa TO MARKET-RATE USES AND THE PRICkS PURCHASbRS 
BUYING SUBJECT TO USE RESTRICTIONS WOULD PAY* SOME STATES ARE 
ALREADY ASSISTING NON-PROFITS TO MAKE SUCH PURCHASES, ktO ORGANIZATIONS 

suai AS THE Local Initiatives Support Corporation have obtained 

GRANTS i loans AND CONTRIBUTIONS FROH CORPORATIONS AND FOUKOATIOtlS. 

Since your staff indicated that you were primarily interested in 

ADDRESSING INVENTORY LOSSES ASSOCIATED WITH PREPAYMENTS* I HAVE FOCUSED 
MY COMMENTS ON WAYS OF REDUCING THOSE LOSSES* I, HOWEVERi "HINK IT's 
IMPORTANT TO NOTE THAT WDER PRESENT LAW MANY OF THE TOOLS I HAVE DISCUSSED 
COULD ALSO BE USED TO ADDRESS LOSSES DUE TO PHYSICAL DETERIORATION* FOR 



0 Tax credit allocations and an increased ability to use those 
credits could generate significant private capital for repairs 

AND CAPITAL REPLACEMENTS* 

0 Requiring higher income tenants to pay at least 30X of their 

, INCOME FOR RENT WOULD PROVIDE FUNDS TO COVER OPERATING LOSSES, 

secondary debt SERVICE AND REPAIRS " WITHOUT UNOW.Y BURDENING 
THE TENANTS* 

We, of COURSEi WILL CONTINUE TO OFFER FLEXIBLE SUBSIDY AND SECTION 8 
ASSISTANCE THAT IS AUTHORIZED AND AVAILABLE* We EXPECT THAT THESE TOOLS WILL 
BE USED IN COIBINATION WITH THE INNOVATIVE TOOLS STATES AND LOCAL GOVERNMENTS 
ARE NO(f DEVaOPiNG* 

As YOU'CAN SEEi «R* CHAIRMAN, A LOT OF WORK LIES AHZAD* VhlLE POSSIBLE 
INCENTIVES AND TOOLS HAVE BEEN IDENTlFlEDi WE NOW MUST MAKE SOME TOUGH 
DECISIONS— I *E*i WHICH TOOLS ARE MOST EFFECTIVE? UNDER WHAT CIRCUMSTANCES 
SHOULD EACH TOOL BE USED? WHAT PRICE WILL WE PAY TO PRESERVE THESE UNITS? 
AND HOW WILL THAT COST BE DISTRIBUTED BETWEEN THE FEDERAL GOVERNMENT* STATE 
AND LOCAL GOVERNMENTi TENANTS AND OWNER? A LOT OF HARD WORK LIES AHEAD FOR 
ALL OF US- 



EXAMPLE: 




0 
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With Ksna to HR 3663, the committee was given the Administration's 
POSITION BY te(.uiY Assistant Secpctasy of the Treasury C Eusene Steuerle 

OH MmcH 2. 1988. Ny own VIEX ON ThE LONG TERM UtlLlTY OF THE LOW INCOME 
HOUSING TAX CREDIT IS THAT THE MARKET flACE WILL Tat US HOW WELL IT CAN 
WORK.- we (NOW THAT THE FIRST YEAR WAS RATHER SLOW, BUT THIS IS TRUE OF AIL 
HEW TAX MEASURES. WE WILL CONTINUE TO MONITOR ITS USE DURING 1988. HOPEFULLY, 
BY EARLY 1989 WE WILL BE IN A BHTER POSITION TO MAKE SOUND JUDGMENTS ON 
WHETHER AW IMPKWEMENTS MAY BE NEEDED. BY THAT TIME, WE WILL HAVE THE 
EXPERIENCE OF THOSE WHO ARE USINS THE CREDIT TC GUIDE US. 

Mr. Chairman, this concludes m' comments. Thank rou for the opportunity 

TO DISCUSS THESE IMPORTANT HOUSING ISSUES. ThE DEPARTMENT STANDS READY TO 
W« WITH CONGRESS AND THE INDUSTRY TASK FORCES NOw"'sTUDYING THESE PRESERVATION 
PROBLEMS. 
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Breakdown of Graph Entitled * 

Total HUD Associated Residential Assisted Housing Units 

Through 2/87 



1. Insurtd arid HUD H«Id 604,460 
Section 236. 221(dX3) BMIR 
221(d)0) MR R/S LMSA 



Projtcis 



2.Stat« Fin»ne«d Section 236 P;o]ictt 

3. Section 22l(dX4) Section 6 
Insured and HUD H«id 



117.627 
293.214 



4. Non/tnsur«d Section 8 
Projtct Bji$«d 



437.860 



& Stctlon 202 



204.828 



6. Convtntiortil Public Housino 

7. Mod Rthab Stctlon 8 



1^27.057 



364.198 



8. CftnifiCaUS 



876.532 



9. Vouchers 



85.363 



4.216.139 
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;.1btalHU0 Associated 
Resktenlial Rental 
Housing Unltv 

i S.102.900 




mm 




mm 



Total HUO Associated Assisted 
Rasidentlal Rental 
Housing tinits 

4.216.139 



Total Number 
or Units 
Study 
Covered 



604.460 

14.3% 
of «2 




Ineligible 
or Won't 
Prepay 

444.291 

74.05% 
ol «3 



Probably will Ukely 

Will Prepay p„pay jo p^pay 

Units 154.279 UpHs 84.257 Units 70.022 

25.05% ol 13 13.9./. ol 13 11.58% ol « 

3.<% ol 12 1.99% ol«2 1.66% ol«2 

Mi nviiHiMi 
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ProbabI e ' Prepays ' " ' 

• Ukaly Will Prtpay » 70.022 Units 

•VnUFftpiy — S4.2S7 Units 
Totin54^79 

• 25^y« of Study Units 

• 3iSV» Of Total HUD Assisted Units 
- f 
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Chairman Rangel. Thank you so much. Let's hear from the Gen- 
eral Accounting Office, John Luke, Associate Director of R^urces 
Community and Economic Development. And he has with him 
Dennis Fricke, and Mr. Sgobba, Evaluator and Group Director. 

STATEMENT OP JOHN H. LUKE, ASSOCIATE DIRECTOR, RE- 
SOURCES COMMUNITY AND ECONOMIC DEVELOPMENT DTVh 
SION, U.S. GENERAL ACCOUNTING OPPICE, ACCOMPANIED BY 
DENNIS FRICKE, GROUP DIRECTOR, AND VICTOR SGOBBA. 
EVALUATOR 

Mr. Luke. Thank you, Mr. Chairman. As you indicated, I have 
with me Mr. Dennis Fricke, our group Director, who heads up all of 
our audit work on HUD's multifamily subsidized housing pro- 
grams, and Mr. Vic Sgobba, to his righ^ who assists him in many 
of those audit activities. 

We, too, appreciate the opportimity to. assist your Subconunittee 
in considering how the Federal Govenmient might better respond 
to the potential loss of a significant number of privately owned and 
federally subsidized low-income rental housing units. The potential 
loss of low-income housing is a subject which we have previously 
reported on, and one which we consider to be critical in designing 
future Federal housing policy. 

In the last two decades, approximately 2 million low-income 
housing imits have been constructed through assistance provided 
by various Federal programs. 

These programs include the Department of Housing and Urban 
Development section 8, new construction program, section 221(dX3) 
program, section 236 program, and the Farmers Home Administra- 
te section ,515, rural rental housing program. Over the next 
decade, many of the federally subsidized imits are at risk of being 
lost from the low-income stock because of the expiration restric- 
tions requiring that projects serve low-income persons. 

My remarks today provide an overview of our findings from two 
reports we issued regarding the potential loss of federally assisted 
rental housing unite, and provide some observations on H.R. 3663, 
that the subcommittee may wish to consider concerning the use of 
tax policy as a means of encouraging the preservation of low- 
income housing unite. 

OVERVIEW OP POTENTIAL REDUCTION IN THE PRIVATELY OWNED AND 
FEDERALLY ASSISTED INVENTORY 

On June 16, 1986, we issued a report on the 1985 inventory of 
privately owned and federally assisted rental housing administered 
by HUD and Farmers Home Administration, and the potential 
impact of expiring Section 8 contracte and mortgage prepayment 
restrictions on this inventory.^ Just recently, we issued another 
report dated February 11, 1988, which provides an update on the 
potential loss of low-income rental housing units from the section 
515 rural rental housing program administered by the Farmers 
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Home Administration.^ Collectively, the two reports show that 
almost half of the approximately 2-milIion imit inventory is viilner- 
able to loss by the end of fiscal year 1995 through owners' volun- 
ta^ withdrawal from Federal housing programs. 

Since our first study; other public and private groups have con- 
ducted more indepth evaluations. As a result, the Congress has 
found that in the next decade, more than 465,000 low-income hous- 
ing units produced with assistance under section 8 of the U.S. 
Housing Act of 1937 could be lost as a result of the expiration of 
the rental assistance contracts. 

In the next 15 years, more than 330,000 low-income housing 
units insured or assisted under sections 221(dX3) and 236 of the Na- 
tional Housing Act could be lost as a result of the termination of 
low-income £^orddt>ility restrictions. , 

And some 150,000 units of rural^ low-income housing financed 
under section 515 of the Housing Act of 1949 are threatened with 
loss as a result of the prepayment of mortgages by owners. 

gag's observations on recent preservation xnitiatives 

Dining the 1980's, the reduction and elimination of direct and in- 
direct Federal assistance ga/e j^rivate owners incentives. to with- 
draw from^Federal housing prograins, and has created an environ- 
ment for future losses. Reo^nizing this problem, the Congress is 
pursuing a dual approach to preserve low-income housiiig. The^ 
Housing and Community Development Act of 1987 provides interimt^ 
measures aimed at minimizing losses from the federally assisted in- ] 
ventory. Specifically, they include incentives designed to increase ^ 
owners' rates of return, restraints on prepayment of mortgages by 
owners, and provisions supporting the purchase of projects by non- 
profit or public agencies. Jn addition, H.R. 3663 not only proposes 
to strengthen the tax incrnHves that cover these Federal housing 

programs, but would also ^ end benefits to State and local housing 

programs as well. 

Mr. Chairman, the following question comes to mind immediate- 
ly: What amount of incentives is necessary to retain private invest- 
ment in low-income housing, but prevent private investors in low- 
income housing from taking advantage of opportunities for extra 
cash and returns? Unfortunately, differences in market areas pre- 
clude a simple answer. . 

The current inventory of privately owned. Federally assisted 
housing has been characterized as representing three different 
market areas. Generally, projects located in strong market areas 
have a hi^ potential to be lost from the inventory. The economies 
of these housing markets offer owners the possibility of profitable 
returns through market-rate rentals, or conversion to condomin- 
iums, or some alternative use such as office space. Therefore, a 
very deep subsidy may be required to induce their continued par- 
ticipation. 

At the other end of the spectrum are units that have no better 
economic use or potent) than as low-income housing. The mar- 
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kets in which>they are located will not support higher rents or al- 
ternative uses for the proper^. The lack of these units' marketabil- 
ity will discourage owners ftx)m disposmg of them in the private 
sector* Consequently, little or no incentive,, tax or otherwise, may 
be required to induce their continued participation. 

Other units probably have a borderline position in the market 
and have the potential to move either way. They may be located in 
markets which are stable but not showing signs of increased rent 
or gentrification. The owners can only realize a limited gain by 
converting to market rentals or other uses. The incentives needed 
to mduce. these owners to retain their projects as low-income hous- 
ing would fall somewhere between the other two extremes. 

The incentives provided in the Hoxising and Community Develop- 
ment Act of 1987 are aimed at increasing owners' rates of return. 
They include greater cash distribution allowances, reduced loan in- 
terest rates, increased rents under section 8 contracts, and provi- 
sions for instiring second mortgage equity loans, and financing cap- 
ital improvements. 

H.R. 3663, like the Housing and Community Development Act is 
designed to increase investor returns* The nugor provisions include 
allowing property owners additional depreciation deductions by re- 
storing the depreciable basis of their property, if they maintain 
their inventory as low-income housing for at least 20 additional 
years; excluding firom taxation the noncash gain on the sale of a 
building to a subsequent owner who agrees to maintain the proper- 
ty as low-income or moderate-income housing for 15 years; and al- 
lowing greater opportimities for use of the low-income housing tax 
credit. 

Both Illative initiatives should facilitate the retention of low- 
income housing units. We believe, however, that ILR. 3663 could be 
more effective in achieving this objection if the subcommittee con- 
sidered such options as: 

Strengthening ^^rtain targeting provisions to ensure that hous- 
ing projects provide the maximum possible assistance to low- and- 
moderate income households; enhancing costcontrol provisions 
aimed at ma ximizin g the number of units assisted while minimiz- 
ing costs; and strengthening accoimtability and oversight by requir- 
ing a program evaluation mechanism. 

I will dLscuss each of these areas along with our rationale for the 
needed changes. 

MAXIMIZING ASSISTANCE TO LOW-INCOME HOUSEHOLDS 

While the Housing and Community Development Act and H.R. 
3663 express the same objection of preventing the loss of low- 
income housing, there are substantial differences in the two initia- 
tives. Specifically, the housing act limits its incentives to specific 
HUD and Farmers Home Administration housing programs which 
have very similar definitions of low-income households. Generally 
these prj^rams give a greater priority to assisting very low-income 
households, those with incomes not greater than 50 percent of the 
area medium income, who often have the most critical housing 
needs. Conversely, H.R. 3663 covers a broad base of Federal, State, 
and local housmg programs whose definitions of low income may 
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differ from HUD and Farmers Home Adminifltration program defi- 
nitions. 

H JR. 3663 offers tax incentives to owners of qualified low-mcome 
housing which, as defined in the bill, is housing "which is substan- 
tially assisted, financed, or operated under a Federal, State, or 
local housing program, and subject to restrictions on rent or 
income with respect to at least 20 percent of the tenants." Any dif- 
ferences in the low-income definitions among the Federal, State 
and local housing programs would not ensure that the tax incen- 
tives offered will be directed toward the most critical housing 
needs. This would not conform with current national housing poli- 
cies which define low income in the context of those most in need. 
We raised this issue in a previous report on tax-exempt bond fi- 
nancing,^ where we found that above-average income renters could 
qualify as low- and moderate-income renters because program 
income ceilings were set at 80 percent of the areas' median income 
and did not include adjustments for family size until after 1985. 
The Congress reafBrmed its commitment to helping the most needy 
in the Tax Reform Act of 1986, when it defined low income for pur- 
poses of obtaining low-income housing tax credit as households 
with incomes not exceeding 50 or 60 percent of the area median 
income and included household size adjustments. 

H Jl. 3663 also extends its tax benefits to projects which partially 
serve low-income families. Sjwcifically, the bill allows projects to 
receive the fidl tax benefits, even though as few as 20 percent of 
the unite serve low-income families. We have eiqpressed concern in 
the past as to whether tax subsidies are most efficiently directed 
when as many as 80 percent of a project's tmits may not be serving 
low-income households. Accordingly, we would favor a higher low- 
income occupancy requirement than presently contained in H.R. 
3663. 

ENHANCING COST-CONTROL PROVKIONS 

Cost controls are nec^sary for any program if it is to successful- 
ly encourage the minimization of costs and the optimization of ben- 
efits. We have repeatedly advocated strengthened controls for 
direct subsidy pr<^rams such as Section 8 and we strongly believe 
that cost controls should be a m^ or emphasis in any tax reform 
proposal. In this regard, an excellent feature of HH. 3663 is that it 
requires recapture of additional depreciation if the owner does not 
hold the property as low-income housing for 20 years as prescribed 
in the bilL 

The more specific targeting of H.R. 3663, as I previously men- 
tioned, would further control coste by limiting the tax incentives to 
those projecte serving the most needy. For example, the 1987 Hous- 
ing Act does this by requiring HUD and the Farmers Home Ad- 
ministration to determine, on the basis of market conditions, that 
owners need an incentive to retain their projecte in the low-income 
housing stock; the incentive provides the owners with a ^air return 
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on their investments; and the incentive is the least costly alterna- 
tive for the Federal Government to pursua 

As a a)mplCTient to this targeting, the Subcommittee may wish 
to consider, for federally assisted projects, linking the tax incen- 
taves to the mcehtives provided for in the Housing and Community 
Development Act of 1987, and limiting their use to only those situ- 
ations where HUD or Farmers Home Administration would deter- 
mme they are necessary to retfliin a particular project in the low- 
income rental stock* Likewise, we believe that for State and local 
housing programs, tax incentives should only be provided when 
either HUD or Farmers Home Administration determines that 
they are necessary and/or appropriate to retain a project in the 
low-mcome stock. I recognize, Mr. Chairman, that this is a substan- 
tial departure from the present bill, but we believe it is an option 
worth exploring. This check goes to the heart of an earlier issue 
that I raised, namely, the need to ensure project owners are provid- 
ed with a fair return, on investment without providing windfall 
profits. 

STRENGTHENING ACXX)UNTABILITY AND OVERSIGHT 

Finally, H.R 3663 does not specifically provide a mechanism for 
evaluating the d^ee to which the incentives enumerated in the 
bill are effective and efficient in preserving the stock. Pr<^am 
eyalu^on is one of the key tools in a£3uring the effective alloca- 
tion of scarce resources and should be an int^ial component of 
any housing preservation initiative. Again, one means to achieve 
this oversight would be to tie the tax incentives to the preservation 
provisions of the Housing and Community Development Act In 
this r^ard, since HUD and Farmers Home Administration are re- 
quired at the outset to determine a project owner's need for incen- 
tives and the appropriate incentives to provide, it is logical that 
they also be required to report to the Congress on a periodic basis 
which incentives have been used, their cost, and their degree of ef- 
fectiveness in retaining low-income housing units. 

Mr. Chairman, that concludes my prepared statement" and I 
would be pleased to respond to any questions that you or members 
of the Subcommittee may hava 

Chairman Rangel. Thank you, Mr. Luke. Certainly as it relates 
to accoimtability and oversight, I hope staff would take that into 
consideration in the final draft of the bill. 

What would you consider, Mr. Luke, to be low income as relates 
to the targeting that you are recommending? What incomes are 
you talking about? 

Mr. Luke. Well, if you look at the section 8 program of HUD as 
well as some other HUD programs they define very low income to 
be tiiose at 50 percent or below area median income; low income to 
be 80 percent or below; and moderate income to be above the 80 
percent level. So those are fairly well published and used with re- 
spect to the housing programs. 

Chairman Rangel. When you find that the only reason you were 
able to get 20 percent of the low income into the development in 
the first place was because you were able to have the 80 percent to 
level out the rent roll, what would you suggest? b there any way to 
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target the 20 percent without lookiiKg at the overall development in 
the project to avoid the transfer for other purjposes? 

I mean is there any way to target to the 20 percent and ignore 
the 80? 

Mr. Luke. There are ways to target, but there are costs associat- 
ed with targeting, llie issue that I raise in terms of the cmxent bill 
is, as I see it now, there are no limits in terms of who can partici- 
pate. 

Chairman Rangel. As relates to the 80 percent, you mean? 
Mp. Luke. Yes: 

Chaihnan Rangel. Well, I agree with you. I need some tools to 
work with. 

Suppose HUD— will you comment on the testimony of Mr. Luke 
as it relates to H.R. 3663? I want you to know that I agree ^with 
what he said in terms of the bill being broad enough to go beyond 
low income. But would you comment on it from the Aoministra- 
tion's point of view. 

Mr. Debcery. I think while I was not here yesterday to hear the 
testimony-^^ — 

Chairman Rangel. Forget Treasti^. They are all right. We can 
handle that. We just cannot handle HUD. 

Mr. Debaery. I missed the first p£urt of your question. 

Chairman Rangel. Don't you worry about Treasury. I am talk- 
ing about housinj^ not tax policy. 

Mr. Demery. The objective in these hearings, and I think the 
intent of the Housing and Conmiunity Development Act of 1987, 
was to focus scarce housing resources on the preservation of low- 
income housing. I would agree that the definition pf low and very 
low*income housing or very low income qualified tenants is fairly 
well established and fairly well defined. I have not seen this testi- 
mony before and have not been able to really focus on this concept 
of targeting. 

Chmrman Rangel. Well, suppose you adopt it in concept. If we 
were able to find the mechanism to target it to use language that is 
in existing law, which has already been accepted by HUD, would 
you be able to su^^port H.R. 3663 as a sound housing poliqr meas- 
ure? 

Mr. Demery. I think that we would be able to implement those 
provisions easily. 

Chairman Rangel. So you would say that there is a way for 
the 

Mr. Demery. It is basically consistent with what our operation is 
right now. 

Chairman Rangel. And consistent with trying to maintain the 
existing housing stock for low-income people? 

In other words, where it is abundantly clear that imder existing 
law, many owners would be transferring the property because the 
restrictions will no longer be in place. And we are trying through 
RR. 3663 to provide incentives to give viable options to the owners 
not to do that. And I am trying to ask HUD that even though in its 
present form you may have problems with the options that we are 
giving the owners, do you believe that it makes some good housing 
policy sense to try to provide further initiatives to existing law to 
maintain the inventory of privately owned 
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Mr; Demery. As I said in my remarks, and as I submitted in my 
written testinaony, any tool that we have at our dispel to deal 
with this issue is good public polipy. 

Chaihnan 'RANGELr Then have you worked with Congressman 
PrMik/.with the tax-writing committee staff in tiying to get the 
type of tax incentive that would enhance your overcdl housing 
policy? 

Mr. Demsry. The way the HUD is oiganized, that particular 
aspect .would not fall within my jiirisdiction. So the answer is no. 

Chairman Rangel. Well, let me tell you, my problem is that if 
Housing refers me to the Treasury, how do I find what the admin- 
istration position woxild be on soimd housing poUpy? In other 
words, if we on the committee are trying to proyide you with tools 
that wpiild enhance your overall obj^ive to provide.the maximum 
amount of housing to the low-income people,, especially those that 
have been i)reviously subsidized, and now those restrictions are 
being removed, where the owner can re'^y enhance his financial 
position at the expense of lew and moderate income, I assume it is 
your goal to maintain that stock. And if the tax writing committee 
says right on, we support you, aiid we have got some tools that 
would enhance your overall polipy, where in HUD should we go to 
offer bills similar to H.B. 3663 so that you can put this in your 
housing polipy package? 

Mr. Demery. In dealing with the range of options and the range 
of tools- that would speak to the subject of prepayment and preser- 
vation, I did work with Congressman Frank and the Housing Sub- 
committee to help develop some of the tools that were included in 
the l^islation. 

Chainnan Rangel. That's part one. 

Mr. Demery. The tax component of that has been delegated by 
the Secretary to the Office of Polipy Development and ^search, 
Dimcan MacRae, who I believe appeared before your committee 
yesterday. So the answer to your question would be Dimcan 
MacRae. 

Chairman Rangel. I thought I missed something because Mr. 
MacRae really did not deal with H.R. 3663. 

Suppose I would ask you to go back to Mr. MacRae. The same 
builcUng, right? 

Mr. Demery. Yes. 

Chaimian Rangel. Good. And to ask him not to give us any 
advice on sound tax policy, but to work with you in seeing whether 
or not the housing policies that you have been able to establish 
with the Housing Subconmiittee could be enhanced in preserving 
the stock, taking into consideration the comments made by Mr. 
Luke, those parts that you agree with, to see whether or not we 
can get HUD to support a package that would include other tools 
for you to reach a sound housing policy olyective. 

Does it make any sense at all? 

Mr. Demery. I believe any time you can divide the burden of . 
coming up with a solution to a complicated problem, the likelihood 
of a solution increases. So I woiild be happy to work with Duncan, 
as we have in the past on specific issues. I will take back that mes- 
sage back to him. 
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Chairman Rangel. Well, I look forward to hearing frorn you in 
an informal way. We can get together with staff. We can call some 
meetings and see what we can work out. 

Mr. Luke, it is a fine document. You raised all of the problems 
that I met when we first started to draft the document. We know 
that you have to throw-a-lot of money or incentives or suffer rieve- 
nue shortfalls in trying to manipulate the conduct of people who 
have options out there to make money that you cannot get in just 

Srovidmg housing for the poor. Where that Ime is is a marketplace 
ecision. 

On the other hand, I just do not see how you can target to deal 
with the 20 percent of low income that is in a particular develop- 
ment and exclude those people that live in the same development 
that is owned bv one developer, even though those people have a 
higher income. And, of course, when you come from a metropolitan 
area such as I do, what is considered moderate income for us is 
really extremOly high income for other parts of the country. 

So the General Accounting Office has always done tremendous 
work and, as always, improves when they agree with me. This is 
one of your better docimients. 

Mr. LuKE: Beg your pardon, sir? 

Chairman R^gel. I said this is a good document, except I need 
some more help on how to reach the objectives that we want to. 

R5r. Luke. Okay. Let me try again in terms of what we really 
mean on the targeting side. 

Right now the bill calls for setting aside 20 percent for low 
income. It is that 20 percent that I am talking about that we have 
no idea where the bill comes out in terms of at which level you 
want to provide assistance; whether that is at the 50 percent level, 
whether it is at the 80 percent level, whether it is the 100 percent 
level. 

In addition to the Housing Act stipulating some kind of defini- 
tion in terms of low income, as I indicated earlier, the 1986 Tax 
Act also has some guidance. It promiilgated what it called, the 20r 
50 rule and the 40-60 rule. Under the 20-50, 20 percent of the 
units must be restricted for low income below the 50 percent area 
median, if the area median went up to 60 percent, at least 40 per- 
cent of those unite must be set aside for low income. What I am 
suggesting is it would be helpful if the bill were to stipulate some 
level at which it is t£urgeting those assistance. 

Chairman Rangel. Well, I want to thank you, and I look forward 
to continiiing this discussion. 

Mr. Coyne? 

Mr. Coyne. Thank you. No questions. 

Chairman Rangel. Well, thank you very much. A very well 
thought out document. We really appreciate it. Mr. Demery, I look 
forward to working with you. 

Mr. Demery. Thank you. 

Chairman Rangel. Our next panel is Marvin Siflinger, executive 
director of the Massachusette Housing Finance Agency, and Bill Ei- 
micke from the great State of New York, New York State Division 
of Housing and Community Development. 

Mr. Coyne [presiding]. You can proceed, Mr. Siflinger. 
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oXtlSSi^^ MARVIN SIFLINGER, TREASURER. NATIONAI 
SSSl?' S^^'™ HOUSING AGENCIES. AOT^B^CUWTB DI- 
RECTOR, MASSACHUSETIS HOUSING FINANCE AGENCY 

SnuNOBK. Thank you, Mr. Cliairman. 
My name u Marvin Siflinger. I am the executive director of the 
Maasachusetts Housing Finance Agenpy and the trSer of tht 

NCSHA, reprwents the housing finance agencies of aU St^ aa 
weU as the District of ColuiZa, the Vi§n IslandsUnd ^rto 

bera of'?hl'«°!?ni,miHSS^" ^"'^ this subcommittee, and the mem- 
iS^intSf hoS!*^ Igng^tandmg and respected friends of 

As you 'know,*^e current year is an important one for State 
housing.finance agencies which fmanc«d app?oSmately half of the 

are troubled by the trend now emerg^ that portends thelLost 
total loss of this mventory in a Uttle ove? a d^e 

MMsachusetts alone, we have identified 30,000 units of low 
and moderate income housing where owners will be eKle to 
?W "mortgages between now and 1997. ApproSteW 

ASy^^mo^''' ^ Massachusetts HousW^aSS 

^° and conflicting principles: the 

nghte of the owners to exercise their prepayment options aTd thl 
ffiS^ moderate income residente to affordable, decent 

In Massachusetts, we have aggressively committed State re- 
sourc^ to rental housing produrtfon to attempt to Kie Sp cJt 
ated by the termmation of the Federal production prog?S. & 
^ ^J^^ *° concerns related to the issue of ^hSS 
use, the Massachusetts Housing Finance Agency bSd of <SrS 
approved a pohcy to require that low income imitsT ourlSSc^ 
SSSty future rental developments"?iSjSi ^ s^h 

}.SZ7fl' f'^&^'^T cannot solve this prob- 

lem Mid that Federal resources are essential. 

of ^fil wiS^A^''^"*'''^ vice president of the National CouncU 
of State Housmg Agencies, and f were members of the National 
Housmg PreservationTask Force, which recSiU^made recomSen- 
dations to Senatora Cranston and D'Amato. I would likTtoSeh- 
hgM. some of the financial and tax recommendations. ^ 
j-I -l 1?^°'^ recommendations include an increase in allowable 
distribution, recovery of accumulated equity, and low interest S 
for capital improvements. The tax in^ntfves include reStabS 
ment of depreciable tax bases, low income housing tax SSte for 
^™ ^°^J«?«ble sale to public and non^JfiTtnK 
These tax recommendations are consistent with H R 3663 

It IS also important that we recognize that expiring rent subsi- 
dies are a.m^or threat to the existSig housing iAventon^ wid the 
task force recommends actions in this regard. 

In 1988, the combined ramificatior^ of the reductions in direct 
spending for housing and the Tax Reform Act of 1986 are that 1^ 
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income housing production in almost every State is at a standstill 
As we discussed in detaU yesterday, the credit program needs im- 
provement; tax exempt bonds for.housing have been rendered inop- 
erative without additional State and Federal subsidies; and depre- 
ciation schedules have been lengthened beyond value. 

H.R. 3663 is significant in that it provides the necessary tax 
rehef m addition to the incentives identified in the 1987 Housing 
Act to permit States to develop workout plans for projects in 
danger of prepayment. 

A review of the MHFA portfoUo indicates that 20 of our 56 expir- 
mg use developments, representing, 3,200 units, have these kinds of 
physical and financial needs and could benefit from this legislation. 

I see my time is up, Mr. Chairman, I have submitted written tes- 
tunony that more completely outlines our comments and recom- 
mendations. I would be happy to answer any questions that you 
may have. 

Mr. Coyne. Thank you. 

[The statement of Mr. Siflinger follows:] 
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Bzecttthre 1HT^■ ^1Ju^m^l I^^^!!}^?JP^^l.. 

SidboomnUttee on Sdect Revenue Measuies 
Commlttw on Waj» «d Mean. Committee 
u*9* nouse of Representative 

^ctH^'' nc%"hS" "^^ council Tf^t^tc HSg KcIes 

My Involvement with MrQWA isianas, and Puerto Rico. 

ChairiVn ^i^^"^"" to appear before you and this subcommittee Mr 

E^;'?sFSS Wr- ^^^^^^ 

energy o™DMsla of H n 0Rk^,^\?i"**'"8 enormous amount of 
extcMlon '^wrinn™..^!: 2640. the Mortgage Revenue Bond Sunset 

imn«^^'^"??"'^"°" °^ assisted housing inventory is esoecialiv 
important to my state where the problem has urgency, but itTs Ilso nf 
great importance to state housing taance agencies CenerX If,?. 
^ntl'Jn?f"5^^f nnanced%ppTcSmlfe"rhalf oTSl^^ mmion 

Uielreln ""'f '^^^T'^ R?^^*""^ housing. We are t^oubTid by 

lnvento?y^S mtfSr"! J'^'^l""^ H?« ^""^^ loss .f this 
esDeS i^niiuc. . ^ "^^^ °f such magnitude would be 

r%'laSn^T^hrho?sK" ' '"^ "^"^ 

MailnltUdft of thr PrnhT^m In Mn.<ignr-u..-.|» . ; 

In Massachusetts alone, we have IdentlHed 30,000 units of 
and moderate income housing where owners Wll be ellgVe O Dre^^^^ 

the eTnufi"^'='"^rM'°"\"'' APm^i' ll.l^ 

liiifpA. /*r* ""^ Massachusetts Housing Finance Authontv 
iontfm J.^n"^ 'II; ^'"^ Prepayment, all restrictions refatlve to th? 
contlnuaaon of the units for low- and moderate-lncome rental explr? 
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The expectation twenty years ago, when the prepayment 
provisions were written into the HUD contracts with the owners, was 
that the federal government would continue to produce replacement 
housing for low -and moderate-income persons. Now we are at, or 
approaching, that twenty-year point and the federal government has 
virtually withdrawn from hgusing production. 

We are faced with two very basic and conflicting principles . . . 
the rights of the owners to exercise their prepayment options and the 
rights of low and moderate-income residents to affordable, decent 
housing. 

In Massachusetts, we have aggressively committed state 
resources to rentar housing production to attempt to All the gap 
created by the termination of federal production programs. During 
the past four years, the MHFA has financed 8.518 units of rental 
housing (includes Round IV proposals) under the State Housing 
Assistance for Rental Production (SHARP) program using $25 million 
In state subsidies from Governor's Dukakis' Massachusetts Housing 
Partnership and $644 million In MHFA loan commitments. Initially, 
the housing had fifteen year use and occupancy restrictions. Recently, 
in response to our concerns related to the issue of expiring use. the 
MHFA Board approved a policy to require that the low and moderate* 
income units in SHARP assisted developments remain as such in 
p**rpetuity. 

In late 1987. Governor Dukakis introduced a property- owners' 
pledge agreement, which has since been signed by a majority of 
owners potentially eligible to prepay their mortgages within the next 
five years. The pledge essentially is the same as the Alternative State 
Strategy identified in Title II of the Housing Act of 1987. The 
Massachusetts pledge commits both owners and the commonwealth to 
work together to identify the steps to be taken to achieve mutual goals 
of protecting current residents and preserving housing resources to 
the maximum extent possible while recognizing reasonable financial 
expectations on the part of owners. 

The Massachusetts pledge clearly identifies the federal 
government as a major player in this effort to preserve housing 
resources. The pledge agreement states that the properties were 
constructed under federal programs, supported with federal subsidies, 
and the contracts were executed between the federal government and 
the owners. 

It is clear that the states alone cannot solve this problem and 
that federal resources are essential. 

An Emerfiing Concenius on Pretervatlon 

Both Cari Rledy. Executive Vice President of the National 
Council of State Housing Agencies and I were members of the 
National Housing PreservaUon Task Force. This Task Force comprised 
twenty-seven members with experience that covered a broad 
spectrum of interests in rental housing. Through our representation, 
the interests of states were articulated and included in the final 
report. The Task Force unanimously concnrrfid that, while states 
should have a strong role in all issues of preservaUon of cxlsUng low 
and moderate-income stock in their states, the goal of preservation 
will not be accomplished without the Federal Government taking the 
lead role of convenor of the partnership • reviewer of plans and the 
first source of incentives. I will briefly review the major findings and 
recommendations of the Task Force. 
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r^'i^c'S^l^l'l!^^'^^^^^^ ^Sis Ujat by 1995 

approach 1,200.000 units n v onnn '"^ff ^ ^^"^^ 

Blijor Flndlnit* of the Tuk Force 

The threat to the Inventory is found m three principal areas: 

1. Mortgage PreDavmcntS 

3 215 fi^H^rifl'""^^*^^i "^""^ ^^^'^ were 360.528 units In 
iSe Js ^"^ P^''^'^"' ^^'l ability to prepay after 

winha't'c^eL?."e'd^Vlo''y;^V'o^^^^^ """^ 2.875 projects 

2. Explrinif R»*>^^|(1ifft 

«^rM Both project based and tenant based subsidies are slat^^H tn 
foCngaf/a/" " '^'^ '"'^""^ a^7sest^he 

• Tenant based SecUon 8 subsidies 
By 1995 • 636.000 units will expire 

• Loan Management Sct-Asldcs (LMSA) 
uTe^'S^UoffsuK ""'^ ^" ''-^ 'o^' 

• SccUon 8 NC/SR 

By 2000 - 200.000 units wiU be off subsidy 

By 1994 . 180.000 could be lost If owner/ elect to 

terminate 

• Moderate Rehab 

By 2000 . over 90.000 Section 8 will expire 

Sho,Ml2^f~ J"":!, 8 units will lose their subsidy. 

Should owners decide to opt out. almost 1.000.000 units could be lost: 

3. Physical CnnHIHr^n 

. physical plants and absence of adequate cash flow are an 

laBl Si ''h^r'"r-fl'^"y"/"","i'"^ ?hls sS a7 during 

iroli^ftgln^'allli^Sn? d%^^^^^^^^^ ^« 

becaufeTSVe?^-°n^drof.n's"ul?c';^^^^^^^^^^ ^ 

RcCOmmftnflfd Task Forrr Incentive's tn O w nt- rs tn AirnlH Prpnavm>.n^ 

Owners are moUvated by what makes good Dnanclal sense 
cither in terms of converting the property to a more proH able Sse" 
maintaining present uses, or permitting default to avoid fuZe losses 

The preservation of the Inventory is largely deoendent 
tor.tf^n",P''''^'".?« ^ P^^P" or incentive 

Th^ nriln,^ ^ P"*.'' moderate Income housing use. 

The predominant incentive source will have to be the Federa 
Government, as It has been In the past. reaerai 
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No one Incentive or reason may respond to the needs of the 
universe of properties involved. There will be a need for a 
combination of incentives, in order to provide an appropriate long- 
term solution. 

One or more of the following may be the Incentive(s) needed to 
convince an owno/ not to opt*out: 

Recommended Financial Incentives 

U An Increase In Allowable Distribution 

2. Recovery of Accumulated Equity 

3, Low-Interest Loans for Capital Improvements 



Recommended Tax Incentives 

1. Re*establishment of Depreciable Tax Basts 

2. Lo*j;?-Income Housing Tax Credits for Existing Owners 

3. Non-Taxable Sale to Public and Non-Profit EnUtles 



Bzpliln^ Sobtidlet Pote the Greatest Threat 

It is important that we note that expiring i^ni subsidies are the 
major threat to the existing housing inventory. It truly overshadows 
the threat posed by prepayment. Without assistance, projects either 
will be placed in severe Jeopardy for the lack of ar y other viable tenant 
populaUon or forced to look to non-subsidized t inants. In the first 
instance, default will occur: in the second instJtncc. prepayment is 
likely to occur. This problem must be dealt wjth immediately and 
affirmatively. Otherwise, mortgage assignments and foreclosures, 
deteriorating physical plants and a massive displacement of tenants 
win occur. 

Rccommgnded Actions to Extend Subsidies 

The Task Force recommends that following actions should be 
taken: 

1. All Section 8 LMSA rent-subsidy contracts, which expire 
prior to prepayment of the mortgage, should be extended by 
HUD to the maturity date of the original mortgage. In return 
for this extension, the owner should be required to waive its 
mortgage prepayment right. It is probable, that the issue of 
incentives will also have to be addressed at the same time, to 
induce the owner to give up its prepayment right. 

2. When LMSA contract authority and/or budget authority is 
recaptured by HUD due to non-use. that authority should be 
recycled and put to use for the benefit of other projects. 

3. Discontinue the use of five-year project-based subsidy 
contracts. Future contracts should be for a term ending on 
the maturity date of the original mortgage. 

In addition, as you heard yesterday, the use of the tax code to 
encourage low-income housing production Is important for the 
breadth and depth It adds to the arsenal of incentives available. 
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Tu PoUciet Should Encourage Freeervation 

Mr. Chairman ten years ago. even five years ago the possibility of 
losing these units would not have been of severe as today. However 
• today there is no workable producUon program to allow us to absorb 
this dramaUc loss. The combined ramifications of the reductions in 
direct spending for housing and the Tax Reform Act of 1986 are that 
low income housing production Is at a standstlU. As was discussed 
detail yesterday, the credit-^ program needs improvement, tax exempt 
bonds for housing have been rendered inoperaUve with additional 
state and federal subsidies, and depreciaUon schedules have been 
lengthened beyond value. 

Obviously this is an issue which tax policy can address. It must 
be addressed by not only the Ways and Means Committee, but the 
Banking Committee as well. Again. I congratulate you for realizing thiis 
fact, and for Joining with Mr. Frank in the authorship of HR3663. 
As I understand it this bill would restore many of the exhausted tax 
incentives to the owner of an expiring use project if he is willing to 
recommit the project for twenty more years. Specifically it would: 

• restore an owners original basis thereby initiating a new 
depreciation period for the recommitted project. 

• exclude from taxation the gain on the sale of a project to a 
new owner who agrees to another 20 year commitment. 

• allow the issuance of low-income housing tax credits for 
qualified recommitted projects. 

• liberalize, with respect to recommited projects, the "ten year 
placed in service rule" which defines credit eligibility. 

H.R 3663 is significant In that it provides the necessary tax 
relief, in addition to the Incentives identified In the 1987 Housing Act. 
to permit states to develop work-out plans for projects in danger of 
prepayment 

When used In combination with Credits to purchasers, the 
legislation would encourage transfers of ownership, and subsequent 
extensions of occupancy and use restriction, by excluding the non- 
cash gain on sale from tax" "on. The savings could then be used to 
address capital needs for development in need of repair and 
improvements and/or cover taxes on gain for developments whose 
market value has appreciated substantially. 

A review of the MHFA portfolio Indicates that approximately 20 
of our 56 expiring use developments, representing 3.200 units, have 
these kinds of physical and financial needs and could benefit from the 
passage of this legislation. 

In testimony presented by Mr. Den'iis Blackett. President. HII 
Corporation, in hearings before this committee yesterday, he indicated 
the difficulty of attempting to resyndicate developments which had 
been allocated 1987 tax credits prior to the end of the calendar year. 
The 1987 tax credits expired at the end of the year and there was 
unused credit authority which could be utilized in 1938. (The 
Commonwealth utilized 67% of its 1987 authci.ty). S.nce 
Massachusets expects to be over-subscribed for its 1988 tax credit 
authority, we support Mr. Blacketfs recommendation for a carry- 
forward of the unused 1987 tax credits to 1988. This would permit 
developments which were unable to complete processing during the 
first year of the tax credit program to go forward. 
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We believe that-the combination of the benefits provided in H.R. 
3663. and the carry forward of 1987 tax credits would permit us to 
more effectively address the issue of expiring use in 1988. 

We strongly support-the rapid enactment of H.R. 3663. but again 
point out that it is not a panacea for our problem. The' credit and 
depreciation will be helpful, but it also is important that the value of 
the credit be improved If it is to be a truly useful too! in preserving 
existing housing resources. Yesterday's testimony by Mr. Terrence 
Duvernay provides speciHc examples of how the credit could be 
improved. 

Use of the Creuit to Ptesexve Assisted Inventoiy Is Too Limited 

The Committee should consider including in the Low-Income 
Housing Credit statute the ability to use the waiver of ten year 
ownership requirement for the acquisition credit for: 

• HUD/FmHA foreclosed projects: 

• federally assisted, uninsured housing finance agency financed 
projects; 

• projects in need of funds to forestall physical deterioration, 
even If not in financial distress: 

• developments in danger of conversion from low-income use; 
and 

• foreclosed or vacant uninhabitable properties that would be 
substantially rehabilitated for low-income use. 

The value of Depreciation Must Be Increased 

Likewise the value of depreciation was minimized by Tax 
Reform. The Administration and Congress expressed displeasure at 
the "churning" of properties which resulted from the prior law 
depreciation schedules. In this instance that so-called "churning is 
the desired result. I have serious doubts about the ability of 27.5 year 
straight line depreciation as a tool to entice a recommitment. Rather 
I urge that consideration be given to restoring 18 year accelerated 
depreciation to such projects. 

The concept of discounting gain from the sale of a qualified 
project to a buyer willing to recommit is a very valuable tool. 

The Housing Act of 1987 Offers a Testing Ground 

The recent enactment of H.R. 4 with its inclusion of the state 
plan provision is laudable. I believe that states will act quickly to 
establish the requisite plans to utilize these funds. 

Finally Mr. Chairman. I would like to close by again stressing the 
vital link between all forms of low- and moderate-income housing. 
Preservation, as addressed by the Rangel-Frank bill; multifamily 
production as addressed by both H.R- 4 and the move to improve the 
Credit, and; single-family housing as addressed by the Donnelly-Rangel 
bill . . . H. R. 2640 . . . must all be enacted quickly if our nation's 
housing crisis is to be alleviated. 

I thank the Chair and am prepared to answer any questions. 
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Mr. CoYHB. Mr. ESmicke? 
STATEMENT OF WILLIAM B. EMCKE, DIRECTOR OP HOUSING 

^U)pS^^™ division of housing and community DE^ 

Mr. EmiCKE. Thank you very much, Mr. Chahman. 

I would hke to recognize and thank our Congressman Rangel 
^JaJ^I ^""-^ ^""^^^ assMance in our. effXto pro^Sf- 
S^h^"^""^ "^J^^"^ bring him and you mem- 

bere of the comnuttee, greefangc from my boss, Governor Cuoi^. 

^^Sfi ^ »»^,8™«$¥de for your assistance in the pS 
and hopefully, additional assistance in the future 
^ ^ong my respoMibiUti^ as New York State director of housing 
IS the supervision of our portfolio of the State's low income public 
hoiSf ' °^ State-assisted MiteS-S 

. We are ^ weU aware of the desperate need for affordable hous- 
mg across our cpimtry. In New York State, an analysis done by my 
department in 1984 mdicated a gap in New York of over one iS^ 
hon housing units Meeting that need has become increasingly dif- 
ficult in hght of the reductions in Federal assistance for housine 
£f«?« aware, the $30 biUion budget in 1980 has droppS 

to $7.8 billion in the most recently approved budget 
rJ^I^^^l?^'^ njeant that we are losing approxi- 

mate y.$lbiIhon a year in Federal housmg assistance as compared 
to only a decade ago. 

Efforts in our State and many other States, Massachusetts 
among them, have brought new innovations and new methods to 
the housing market; In- our State, over $4.4 billion of State assis^ 

f^^if ^"''^ Governor has proposed 

another $1.5 biUion m our upcommg budget b^inning April 1 

aut, unfortimately, despite these rather historic commitments by 
State and local governments to provide affordable housing, we keen 
J^"" faster just to stay even. I think in tluit conte^dt 
It really bnngs mto significance the issues that we are here to talk 
about today. • 

York State in the last 2 years, over 3,000 units of our 
MiteheU-Lama housmg stock have bought out, converted to market 
rate housmg. It is imperative that we, in conjunction with you, de- 
velop methods to offset the lure for owners to prepay their mort- 
g^^ and buy out of affordable Government-assisted housing 
iq57® Tf^Q?®'^ commumty must view the Tax Acts of 1981, 
1984, and 1986 when melded with the Housing and Community De^ 
velopment Act of-1987 with great skepticism. They have numeroul 
more attractive choices for their investment doUars. The Housing 
and Coimnunity Development Act of 1987 grants incentives f^ 
owners of subsidized housmg as long as they maintain it in accord- 
ance with acceptable standards. But, unfortunately, what most of 
the^ mcentives could, m fact, do, if not offset, is place a greater 
burden on tenants. 6i^«:x 

The Federal Tax Code in the past has and could in the future 
provide an equitable way to relieve that burden on tenants and 
lead to the maintenance of affordable housing. 
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You have my written testimony which details many of the ideas 
that we believe coxild better tailor H.R. 3663. I woxild just like to 
take a few more moments to, one, applaud Congressman Rangel 
and the members of this committee who fought for the low income 
tax credit program; congratulate you on the success of those ef- 
forts; and add that we believe the program can work- in fact, we 
have recently introduced to the New York State L^islatxire a New 
York State low income housing tax credit which directly mirrors 
your program, piggybacks on it, and provides for investors in New 
York an additional one-third incentive to use that credit to help 
preserve affordable housing. 

Specifically with r^ard to H.R. 3663, we believe four basic 
changes need to be made to streamline the program and make it 
work more effectively. One is that the current annual test should 
be eliminated, and there should be one 3-year window for utiliza- 
tion of the credit. 

Second, the passive activity concept for low and moderate hous- 
ing should be eliminated; and for specific wording, I refer you to 
Senate 1257 as introduced by Mr. Kerry of Massachusetts. 

Third, we believe we need somewhat more flexibility in the defi- 
nition of income limits for the credit as there are variabilities with 
r^ard to affordabilily among the jurisdictions across our country. 

Finally, a rather minor change, the Government-assisted defini- 
tion needs to be broadened somewhat so it would account for vari- 
ous subsidiaries and instrumentalities of local Governments that fi- 
nance low and moderate income housing. 

I thank you for the time and am willing and anxious to answer 
any questions you might have. 

[The statement of Mr. Eimicke follows:] 
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statement by William B. Elmlcke 
New York state Director of Housing 

Q^S*"® of- Representatives 

subcommittee on Select Revenue Measures 
ot the Cofimlttee cn Ways and Means 

Thursday, March 3, 1988 
10:00 A.M. 

testify on the probl^ of maintaining the stock of ^ 
ioollSl"^nl^|^1?fciss1S=T "t'?^ bothiental and 

pr^lJ^? "^"'^ ^ ^'^"i' =~lty develo^lnt'"' 

New York-|tate"^^n''?ol!^^''' ""^ ^^P"" the housing need 1„ 

^micfun'us^^s'Jd^^? flld'^riSS f^?k1tir°lTn1lV"^ 
have had to redouble our effo"s to Idlrefslhis neSd! 

affordable housing from the Federal government's calloGs cuts. 

LOW Incoie'L^lnr?Lit°?Snd'i;;i'tiif Af J^rd^S?.=S'""°" °' '"^ 

iffZ^ttr. P"9F^i"9 we have lost more than 3?JoS in?ts of 
affordable housing through -buyouts.- How can we -l..stlf« 

SSu%ii? ry^e^%rg^cv%1i^e^^^^^^^^^^^ 
Ire—IS^^^^^^^^^^^^ 

(738 units, and PliJd Apar^L^SsT 2l"Sltsr?"BrooUv^^^ 
Bridge- Apartments (960 units) In MaAhatta^ laiJantJSe Gardens 
(120 units) In Syracuse and Mark Terrace (209 units l In fh» 
po'r^follS!'''' development wore part of thrsL^S^s'^^Uche?!-.™,, 

severe's'tft'lwrae'hou'slig'lSoMa"!!"" ^" "^P°-= '° = 

mt^^i^",^?^^ 'S^ °^ ^O'^'' responded to the need for 

rifnin7»ST? ''°"^^,?2 "i' enacting the Limited Profit 5puslS| 
■ ?,^?Sn^f^f/f^' 21 ""fhell-Lama Law. This landmark a* ^ 
authorized the State to provide direct mortgage loans to private 



231 



2 



developers. Long-term, la^- interest loans combined Kith teal 
property tax exemptions fostered production of middles-income 
housing; In subsequent years, the State's public benefit 
corporations, the New York State ilousihj Finance Agency (UFA) and 
the Urban Development Corporation (UDC), rather than direct State 
loans financed- Mijtchell-Ldna developrients. Under the program 
almost 105,000 apartments were developed. 

Owners of housing developments aided by loans after 
May i, 1959, may prepay their mortgage after the development has 
been occupied for twenty : :ars. (Projects aided by leans prior 
to May 1, 1959, may be prepaid after thirty-five years of 
occupancy and only with the conseat of the Conunissicner . ) Cnce 
the mortgage is paid the development is removed from the 
Mitchell-Lama program, when the buyout occurs the rents charged 
are no longer regulated by DHCR, and tho mandate that the 
apartments be occupied by moderate income families is no longer 
in effect. 

To address the prepayment issue with the limited weapons at 
our disposal, the Cuomo Administration has taken the following 
bold steps: 

-on April 24, 1986, we issued an opinion finding that 
Mitchell-Lama rental developments which are bought out from State 
Or City supervision become subject to any rent stabilization 
regulations effective in the area; 

-on July 17, 1986, we issued an Advisory Memorandan finding 
that State-assisted Mitchell-Lama cooperative housing 
developments must conform to the requirements of the Department 
of Law prior to converting to private cooperative status. Thus, 
an offering plan must be accepted for filing by the Department of 
Law prior to any action by the Board of Directors to effectuate 
dissolution of the corporation; 

-we June 29, 1987, Governor Cuomo called upon the 
Legislature to adopt a bill on the buyout issue; 

-on July 20, 1987, Governor Cuomo announced the filing of 
emergency regulations covering procedures for the buyout of 
rental and mutual (cooperative) Mitchell-Lama developments. 
These regulations have recently been upheld in the courts; and 

-last month the Governor proposed legislation to address 
this issue. 

But the problem transcends our Mitchell-Lama program. The 
Federally-assisted housing is equally at risk. 

Our traditional partner in delivering affordable housing 
incentives to low- and moderate-income families had been the 
Federal government. We have lost that partner on the production 
side, I am here today to argue that we can not afford to lose 
that partner in our efforts to hold on to that precious stock of 
affordable housing which already exists. 

As you knew, the Economic Recovery Tax Act of 1981, the 
cornerstone for the Reagan agenda, for the first time since 1969 
did away with the differential between subsidized housing and 
other more profitable forms or real estate investment* 

The one avenue it did leave open to subsidized housing was 
the ability of original owners through the mismatching of ccish 
and accrual tax accounting to be compensated through the use of 
secondary financing for built-up capital value. The importance 
of this cannot be overlooked as the subsidized housing stock 
ages. The resyndication vehicle created out of the 1981 Tax Act 
did not simply allow private sector wealthy investors *to make 
out, but provided a source of funds, when constructively put to 
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longer makes sense to own the housing, or malntlln -So Jo.i?n ° 

.... 21 aiisusrffi sSoarv?,-.a;,M%s.' iisi-.„ 

The Housing and Community Development Act of iQfi? 
incentives to owners of subsidized hoSslnq as loL AffSff, ^ 
maintain it In accordance with an accGctahlf H^^^^^f^ . 

What all these Incentives have in common is fcheu o<fh«^ 
directly place a greater burden on the tenants or the federal 
^In^f^'X: °" State level, have proposed slmlllr^ 

t\%^1JL\^^s"i ,Tol inil^ff.^^^^^^^^^ --1-^^^ to us 

been ps%S^1oM Tfl^^lnle^SMv^^^^^^^^^ 

person°fn'th?r?''S^ '5' subsidizirSouslnfacross every 

person m this land and not just those who can afford It least. 

According to the Code, the primary benefits avail;,Mp 
?n5w?r^f^^ ^"^^^^ subslSlzed hoSISng ll ?o aLo^ the 
iSfses or r?f5??r^ °^^=^t thili other income by 

hnnffn ^ ^redlts generated from their Investment m subsldLed 
hS M^Si^''?^^^*'^" .S^"" the production cost is normally co^Ired 
by highly leveraged non-recourse mortgage flnanc"nq the 

L^es^eSif '^^^ '^'^^^^^^ "'-y tfmis the orlgfnal'lqulty 

The state Committee on Banking and Currency of the QOth 
congress (1968) probably summarized the concept best: 

"The partnership arrangement makes it possible to 
assure an adequate return to Investors, under exlstlna 
internal Revenue S.^rvlce regulations and rulings, ^ 

fl^^fP losses for tax purposes flow to the 
Individual partners. In the case of new housing units 
financed on a 10 percent equity 90 percent dibt 
Dasls, the annual accelerated depreciation of the 

fhi T^??*^?^,^"^"^^^ substantial book losses during 
the Initial 10 years are the project is built 
Assuming the member of the partnership is m a 
Sfi^'^^y^iY income tax bracket, his sha-e of the 

depreciation losses, plus cash income from project 
operations would provide an after-tax return on ,hls 
investment which would compare favorably with trfe 
return which most Industrial firms realize on their 



239 



233 



4 



equity capital." 

In essence, people arc willing to invest money to "lose" 
money. Obviously, this is a position contrary to basic tax 
disciplinesv Therefore, I believe some background on the 
legislative history of the "tax shelter" concept is appropriate. 

The 83rd Congress of the United State (1954) first addressed 
the realization that negative economic results maybe an 
approprlste an acceptable reason and reward for investing in 
subsidized housing, by establishing section 167 of the Internal 
Revenue Code (the Code). This section allowed the accelerated 
write-off of the costs of constructing housing in the United 
State. In 1969, the 91st Congress first addressed the problems 
of providing for different methods between conventional real 
estate investments and subsidized housing. In the Senate 
Committee report they stated: 

"Another problem with the present depreciation 
provisions is that they provide the same tax incentive 
to all real estate construction. This, in fact, tends 
to discriminate against the less profitable 
investments, particularly low income housing. In the 
1968 Housing Act, the Congress expressed its desire to 
stimulate construction in low- and moderate-income 
housing to eliminate the shortage in this area, and, in 
part, based the' incentive program thereby, provided on 
the existing tax incentives. In the housing field, the 
tax stimulus has been more effective for luxury- and 
middle-income rental housing where profitability and 
appreciation prospects relative to risk are inherently 
more attractive than in lower income housing. The 
•trickle down* supply effect for the lower income 
rental housing market is slow and uncertain. Capital 
and other resource demands engendered by the existing 
tax stimulus tend to expand luxury housing, commercial, 
office, motel, shopping center and other forms of 
investment, squeezing out lower income housing. . .The 
Committee agrees with the House that the current tax 
incentive aspects of real estate depreciation should be 
reduced, except as to new residential housing. In 
addition, it agrees that it is appropriate to encourage 
rehabilitation expenditures on low- and moderate-income 
rental housing." 

When Congress was queried again, the Senate Committee Report 
during the 94th Congress , 2nd Session, (1976) reported: 

"In the Housing and Community Development Act of 1974, 
Congress expressed its desire to stimulate construction 
in low-income rental housing to eliminate the shortage 
in the area. However, the special tax incentive for 
rehabilitation expenditures for low-income rental 
housing under present law expired on December 31, 1975. 
Without this incentive, the remodeling of many high- 
risk, low-income projects may be curtailed. In order 
to avoid discouraging this rehabilitation, the 
committee believes that the special depreciation 
provisions for low-income housing should be extended." 

In the House Committee Report during the 95th Congress, 2nd 
Session (1978), it was reported: 

"The special tax incentive for rehabilitation 
expenditures for low- and moderate-income rental 
housing under present law expires on December 31, 1975. 
In order to avoid discouraging this rehabilitation, the 
committee believes that the special depreciation 
provision for low-income rental housing should tfe 
extended for an additional three years." 
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establish^^ • P"*^«cJ the needy, the National Housing Act 
?n^^?if^«f H"'^*^ cash flow profit a 

subsidized housing complex could earn. Congress, during a 24- 
year perlodv established a method to encourage Investment in 
benef?irtn^?i!'^"^" ^^^^^ ^'^^ to"g?ant^?ax dllerrSi " 

o?^5i^?«nMi?® owner Of low- and moderate-Income housing In lieu 
?n ?S7ft ?S*'^?L''SP^*^'*^ appreciation and cash flow dlstrl6utlon. 
Jr«i?mpn? Ai^*'*^Vf2?^"5^u^^P?^^"'^"*^ attacked the special tax 
treatment of subsidized housing. They also attacked the non- 

?S?«Jn«l^S" ^"^4°" P^^^^t Motlvatlonfof ?he 

Internal .Revenue Code ox 1954, as amended, to subsidized houslno 
After numerous discussions and meetings with the Unltid statis ^' 
De^arSS^nt ?^ Development, thi T?ealury 

Department Issues Revenue Rule 79-300. This Revenue Rule 
addressed the non-profit activity of low- and moderate"lnromA 

p?ojeS?'f^riow'"In^'"%'^"^''°? Sf'l"ap SSent 

?i '^f^Z.,^' """^ moderate-Income housing under Section 236 of 
the National Housing Act, and ruled It as an activity to Shlch 
section 183 of the Code should not apply. ^'^^vicy to which 

The overriding goal of the Department of Housing and urban 
S^r,^T"-'^ i^ stated In the Declaration of Policy of ?he Housing 
and urban Development Act of 1968 (Section 2, Public Law 90-448?? 

"Congress affirms the national goal, as set forth In 
«nf inf^M^ the Housing Act of 1949, of a -decent home 
FOTllr " environment for every American 

Once again, we at the State level have a universal aoal tn 
accomplish. But, we have limited resources to assist ouf 
Journey. We can sit back and wring our hands? or wfcan move 
forward using creative. Innovative strategies to effect what 
Congress affirmed twenty years ago. eiiecc wnat 

While the Housing and Community Development Act of 1987 and 
?n^»^? P"P°sal on the State level ^eek to ^oSlde financial 
Jh^r^i"^^ ^° P"^°"t the loss of affordable houllnq 

•ht'm^l?«?rP''¥'?°"'= r ^° ^^^^^"^ that these concepts work by 
Jl^nS^J ?; to cover the Incentives ^ 

Imposed, It will be virtually Impossible to mix very low, low- 

Mdl??fni??r^?"'"° ^" tfie same historic proportions! 

Additionally, large rent Increases will not onlv have a neantlvn 

^i?,rl tV^^ ^""'"^'f P'^' 1? will L molt'cSlls" 

reduce the number of ♦tenants, and therefore, the number of units 

?9fl« the internal Severe Code ol 

I. i?i.Sf»T'"!i decreased the amount of private sector 
equity available to address physical and flnanrlSl concerns of 
tne property. 

nn«4M.*!^ ^^^^^ w° have been as creative as 

possible In the use of the vehicles allowed to assist such 
Sfii^i"^: K^^"?® Governor Cuomo took office lu 1982, the state of 
^o^n&h'^fK^"''^^*'^? billions of dollars In various programs to 
accomplish these goals, while I could spend a better pa?t of the 
day reviewing the Governor's accomplishments and vehicles that he 
heis placed Into law, no one series of examples will hole true for 
each case. ^.^t 

adoption of the Tax Reform Act of 1986 
(TRA) has had a significantly adverse Impact on the ability of 
the State and others Interested In preserving low and moderate 
Income housing to attract necessary private sector capital to 
maintain the projects In a decent, sanitary condition and pay 
basic operating expenses. ^ ^ 

We feel that the Inability to raise needed capital will 
result In further deterioration of this valuable housflng stock 
wnicn cannot be replaced at any reasonable cost. The elimination 



ERLC 



241 



235 



of federal housing programs for low Income tenants and hugh 
increases in the cost of producing these units has made the 
maintenance of the valuable assets which are represented bv these 

n^i2HrS«°5?''*'^ ""H *^tlf "^e" imperative, it makes no seJlse not 
to preserve' these valuable housing units. 

New York State is large and diverse and ir>,:de up of 
significant urban and rural areas. The result of course if that 
the problems faced by ou?: state in many ways reflect the diverse 
problems of creating and maintaining housing throughout the 
country. The varying cost, needs and peculiar circumstances 
facing the needy throughout our state only supports the general 
notion the significant and flexible responses to the problem of 
maintaining affordable housing must be pursued at the federal 
State and local levels. 

^^^^^'^^^^i? State has never shirked its responsibility to bo in 
cne forefront of developing and maintaining housing for low and 
moderate income people. Well before the policies of the current 
administration directed more and more responsibility for housing 
reduction and maintenance to the states. New York State had made 
significant and innovative contributions to the cause of 
producing and maintaining its low income housing stock. That 
corronitment has increased dramatically in re^nt years with 
programs from state and local levels committing hundreds of 
millions of dollars of state and local funds to this effort. 

The task and the cost of housing, however, is one which 
cannot be borne by the states and localities alone. This fact 
clearly was recognized by the Congress in connection with the 
adoption of the tra in at least one respect, while the 
devastating impact on rental housing was clearly felt in the 
context of changes to the laws relating to the treatment of 
passive losses anu the extension of depreciation with respect to 
rental property, the adoption of the low income housing credit 
signaled a continuing federal concern and commitment to housing 
of low income americans. We of course applaud this continued 
commitment but our concern is that the credit may be too small, 
r vidled with requirements which make it inefficient and therefore 
expensive and perhaps too narxov/ly drawn to meet the needs of low 
income renters. 

We also note that there are many important changes included 
in the 'xechnlcal Corrections Act passed by the House of 
ReprescnU*-ivP'? last year which are critical to the effective use 
of the low income credit. We urge the adoption of those changos 
at the earliest posslbi« time. 

We applaud Congressman Rangel's :ulean efforts to secure 
adoption of the low income credit pro i^m in the first instance 
and again congratulate you in your recognition of the need to 
refine and better adapt the credit to meet its intended purposes. 
Accordingly, we are pleased to have the opportunity to comment on 
the provisions of h.R. 3663 which Congressmon Raagel and Prank 
introduced on November 19 of 1987 (The Bill). The Dill, which is 
aimed principally to promote maintenance of low income housing 
projects is an important step in the process of oreservinq our 
existing housing stock. 

Mr. Chairman, it is H:r, 3663 that you and Mr. Prank of 
Massachusetts Introduced that provides us some ammunition for 
that arsenal. It is my understanding that H.R. 3663: 

o Restores the basis in a building that the owner agrees 
to maintain as a low or moderate-income building for a 
20 year period. The owner would be required to insure 
the building was in good physical condition before he 
could secure tax relief. This will allow the owner to 
use depreciation deductions and tax credit* for the 
building although it has already been depreciated. 
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o Allows low-incomo tax credits to be issued t owners 
who will agree to maintain their buildings for low- 
income tenants. 

o Allows, the seller of a subject building to exclude from 
gain the non-cash gain (the gain equal to his remaining 
mortgage obligation) if it is sold to an owner who 
agrees to maintain the buildx»:g as low or moderate- 
income for 20 years. 

o Vfaivcs the 10 year holding period for eligibility for 
the low-income housing credit where a sale would avoid 
default or where the building was taken in default by a 
government agency during the last 10 years. 

Based on numerous discussions with the private sector and 
restructuring of many existing loans, I believe that the above 
provisions with the following modifications when combined with 
the Housing and Community Development Act of 1987 and our State 
legislation, completes a cycle that will accomplish your goals. 
The modifications I suggest are; 

1. Instead of three annual tests for the use of tax 
credits, each state should be allowed to allocate tax 
credits at any time during one three-year window. 
Since each state is limited to a total amount of tax 
credits in the internal Revenue Code of 1966, it should 
have no budget impact. 

2. For the purposes of investment in low and moderate- 
income housing and the rehabilitation of projects, the 
term passive activity as defined in the Internal 
Revenue Code of is'\6 should not apply. Once again, as 
the amount of tax credits available to each state is 
limited by the Internal Revenue Code of 1986, this 
change should not have any impact on the budget 
deficit. For purposes of wording, I draw your 
attention to S. 1257 introduced in the Senate of the 
United States by Mr. Kerry of Massachusetts, page 6, 
commencing with line 8. 

3. Incentive plans of action as defined by the Housing and 
Community Development Act of 1967 requires retaining 
the existing units for low and moderate income 
families, especially "..'.current tenants are not 
involuntarily displaced..." We believe generally that 
one major problem with the low income tax credit is the 
income limitation formulation's failure to account for 
differences between costs an^ median income levels in 
different jurisdictions. Eligibility should be based 
on relative affordability which cannot be measured by a 
percentage of ntedian income alone but must be viewed in 
the context of the relationship of median income to the 
cost of housing in each jurisdiction. 

4. "Government-assisted building" is defined to mean any 
building that is substantially assisted, financed or 
operated under any Federal, State or local housing 
program. The definition should be amended to provide 
that "Federal, State or local" includes any of their 
subsidiaries or instrumentalities. Additionally, the 
Bill should clarify that the phrase "assisted, financed 
or operated" does not require the project to be insured 
or otherwise assisted by the Federal Government. Any 
housing projects receiving State or local assistance or 
Federal assistance but no Federal insurance should be 
treated as "assisted, financed or operated" under a 
Federal, State or local housing program, r 
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5. The Bill' requlros among others, that a partnership 
contribute the capital required to repair and restoto 
tne project to a sound physical and financial 
condition, while we appreciate that the partnership 
should be required to contribute capital, the language 
of this section implies that assistance Crom other 
sources is not permitted and should be amended to 
reflect that a project acquired by a partnership can 
receive, for example, local grant funds with Violati**q 
Code Section 135. j-ui.i..y 

6. Under the Bill the -qualified low income housing 
project can be sold after a five-year holding period. 
For a project to be eligible for the low income credit, 
nowever, there must be a ten-year period between 
placement in service, while the Bill provides an 
incentive for sellers, there would be no incentive for 
buyers to purchase the building unless they had the 
potential of receiving the credit. That potential can 
be there only if the credit rules are amended to 
provide that projects purchased from sellers who 
received the benefit of Code Section 135 are eligible 
for the credit without regard to the ten-year holding 
period rule. Additionally, qualification as "qualified 
low income housing" is required to secure restoration 
of the property's basis for the buildingHo be eligible 
for the low Income credit. As drafted, the building' 
would be required to be subject to restrictions on 
rents or income for at least a 20-year period. The 
credit rules require a 15-year compliance period. The 
20-year restriction period should be reduced to 15 
years to eliminate the inconsistency between these 
sections . 

With respect to the problem we face with our limited-equitv 
co-ops I have two modifications to your proposal: 

1. The term "limited equity cooperative housing 
corporation" should be expanded to include those 
cooperatives which are substantially assisted by 
Federal, state or local programs, wherein the carrying 
charges, equity contributions, income eligibility, and 
resale value of the shares is regulated. 

2. State and local grants, and insurance proceeds awarded 
for the purposes of repairing or maintaining the 
limited equity project should not be classified as 
"non-membership income". 

nr4o4nI!i?»^^!!^!' "f * ^'"Jl? ' ^^"^ ^^^^ 9°®^ ^ack to basics as 
originally contemplated by the Congress of the United state in 
1954, and makes decent housing a national investment and not a 
national disgrace. If we are to win the fight to maintain and 
create affordable housing, we must once again use the most 
effective tool available, the Tax Code. HR3663 brings us back 
to the concepts which have produced the housing we are seeking to 
preserve. Mr. Chairman, Mr. Frank, your efforts should be 
applauded by all involved In this struggle. 
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Mr. Coyne. Thank you both very much. 

Mr Siflinger, Mr. Eimicke has given us his views as to how the 
Tax Code should define low income. I wonder if you could comment 
on how the Tax Code should address this issue. 

Mr. SiFUNOER. Well, we feel the people we are seeking to protect 
have been cat^orized in the past and m these programs as low and 
moderate mcome tenants. To include the tenants in the (dX3) devel- 
opments that had eligibility criteria of 95 percent of area median 
IS, I thmk, particularly helpful. In a State such as ours and in 
many of the other States, this moderate income band of tenants 
needs help. There is no affordable housing out there that they can 
turn to. 

„Mr. C^YNB. This morning GAO urged that the tax incentives in 
H.K. 3663 be tightly targeted. Do you have any specific suggestions 
as to how tax incentives designed to preserve the stock of low 
mcome housing should be targeted? 

Mr. SiFUNGER. My feeling is that the recommendations of GAO 
are too restrictive; that the problem that we have in many of our 
^ ^ ^^^^ agree— is that the incentives 

should be directed so that the owners will continue to provide low 
and moderate income use. The restrictions of 50 and 60 percent of 
income clearly help the most needy, but clearly ignore the need 
that those families with an income up to median mcome or, cer- 
tamly, 95 percent of median income— the previously eligible (dX3) 
tenants— it ignores that particular need. 

And if we do not provide that kind of incentive to the owners to 
assist this kind of tenant, we must look at the low vacancy rates 
that we have in many of our States. And we find that these ten- 
ants cannot be absorbed elsewhere if such units are converted to 
market rate housing. 

Mr. Eimicke. I can only echo that point. In our largest city. New 
York City, the vacancy rate is variously estimated below two per- 
cent, but in many cases down to nearly zero. And with the cost of 
new housing estimated at at least $125,000 per unit, I think anyone 
would be hard pressed to say that there is not a need not only at 
the very low •^come, and certainly greatly there, but all the way 
up to what we would classify as middle income. There just are not 
any other options for the families living in these units right now. If 
these units go away, they will be displaced. 

Mr. Coyne. Well, thank you both for your testimony. 

We will recess in order to vote. We will reconvene after the vote 

[Recess.] 

Chairman Rakgel. The committee will resume its hearing. 

We are honored to have the presence of Congressman Barney 
Frank, who has been creative and innovative in housing legisla- 
tion. I congratulate him on his recent success with his committee 
and thank him for his ideas in helping us to craft tax incentives in 
order to preserve existing housing stock. 

I want to tell you that the support and enthusiasm was far great- 
er than I ever thought it would be when you and I first talked 
about this. You should know that HUD is willing to work with us 
to see whether or not this concept can be incorporated in their 
housing policy so that we can get support for it. At least that is the 
beginnmg. 
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Your statement, of course, is going to be entered into the record 
without objection, and we are glad that you found time to share 
your views with us. Mr. Frank. 

STATEMENT OF HON. BARNEY FRANK, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF MASSACHUSETTS 

Mr. Frank. Thank you, Mr. Chairman. I appreciate your accom- 
modating me. I had another hearing I was presiding at, and I will 
be brief because I do not want to displace the other witnesses. I 
* guess that word is in my mind. 

I want to say very seriously that low income^residents of subsi- 
dized housing proiects are very lucky that you Happen to be in this 
chairmanship right now, because the Ways and Means Conmiittee 
is in a position, I think, to take more effective action to avert the 
loss of subsidized housing. And having someone as sympathetic as 
yourself and who has devoted the attention to it that you have 
done is encouraging. 

I am glad to hear what vou said about the enthusiastic response. 
I think what happened, frankly, is that once it became clear to 
people that you were serious in your capacity as chairman and 
with your coUeagues— and I know the genfleman from Long Island 
has also been very concerned about this because of a project in his 
own area— I think that kindled some enthusiasm. People do not 
want to spend a lot of energy if they do not think it is going to get 
anywhere. Biit knowing that you are serious I think is very help- 
ftd. ^ ^ 

Let me just say with rMfard to both sets of hearings, I do think 
we need to fix the tax credit some. I congratulate you for the work 
you did back when we passed the bill in 1986. We would have been 
a Jot worse off had it not been for yourself and a couple of other 
members who understood the impact on multifamily housing con- 
struction. And I think there are some reasond)le points made, at 
least about carryovers and some other things, that can be done 
with very little if any, negative, impact on our revenue system. We 
can get more housing per dollar by some of these changes, as you 
know, than in any other place. 

With regard to the bill that you have taken the lead on and on 
which I have joined you, I know it is very relevant to other people. 
I just mentioned that Steve Bartlett from Texas, who Is one of the 
leading Republican members of the Housing Subconunittee, joins 
us on this. I know you have support from Mr. McGrath and others 
on both sides, ^iy adding this one more incentive, I think we can do 
a great deal to avert a very serious loss of housing. 

We all know that in the current budget situation we are not able 
to build the new units that you and I would like to see built. We 
may be for building new imits but we just do not have the votes to 
do nearly what needs to be done. That makes preventing the loss of 
existing housing enormously important. 

The homeless people in this country did not come from Mars. 
They are Americans who used to live some place. Many of them 
are the kind of people who used to live in this kind of housing. And 
if we are not Me to do some of these things, we are going to be 
adding to the homeless problem. 
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What we did in the houising bill, as you know, is to provide some 
incentives as well as some reb^rictions. Eut we are dealing here 
with prepayment with the fact that a program was designed before 
you and I got here that gave owners a contractual right to do cer- 
tain things. We cannot simply prevent them from exercising that 
contractual right. I believe we can constitutionally condition it in 
some ways, but we cannot simply abrogate it. 

Yfe, therefore, need some incentives, and this one, providing a 
tax incentive to people who will volimtarily guarantee that we get 
20 more yeais of subsidized housing for low and moderate income 
people, is by far the most costreificient way to provide units that 
would otherwise not be a\^ailable. 

I think it is a very sensible idea. People have proposed some sug- 
gestions and changes. I want to congratiilate your staff as well, Mr. 
Chairman, as they have done excellent work. I hope we are going 
to be able to come out with a package that I think will have no 
negative impact on: the Treasury. 

I know when we asked CBO about this a year ago, they did not 
say it was going to cost us anything because this is not revenue 
they have been counting on in terms of their revenue projections. 
As a matter of fact, the prepayment is going to make more, money 
for them thaii they realize. And all we are saying is they may not 
make quite as much more money as they had anticipated. We are 
not going to exacerbate anybody's deficit projections. 

So thank you for your interest and your work, and I am finished 
with my statement. 

Chairman Rangel. That is great. We have to get our team back 
to the drawing table to see what we have to do, really, to get HUD 
support. But I want to really thank you for the leadership that you 
provided. 

Mr. McGrath. Thank you, Mr. Chairman. I want to thank our 
colleague from Massachusetts for being a leader in the Congress in 
the fight for low income housing and the use of the tax credit for 
those means. I pledge to you, that I have quite a few low income 
housing units in my district. We would like to see some more. Even 
in a district as wealthy as mine, there are some areas that need 
these kinds of units for people to live and live well. We will be 
working together on this particular issue. 

Mr. Frank. I appreciate that. I appreciate the help you have 
given us so far. 

Thank you, Mr. Chairman. 

Chairman Rangel. Thank you. 

Our last panel is Mr. Heller, J. Roderick Heller m, president 
and chief executive officer. National Corporation for Housing Part- 
nerships; Terry Lewis, president of the National Association of 
Housing Cooperatives; Bruce Rozet, chairman of the board. Associ- 
ated Financial Corp., Pacific Palisades, Calif.; and Barry Zigas, 
president of the National Low-Income Housing Coalition. 

Your statements will appear in their entirety in the record, and 
you can proceed as you feel comfortable. We will start with Mr. 
Heller from the National Corporation for Housing Partnerships. 
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STATEMENT OP J. RODERICK HELLER HI, PRESmENT AND 
CHIEP EXECUTIVE OPHCER, NATIONAL CORPORATION FOR 
HOUSING PARTNERSHIPS vivruivAnuw ruK 

Wt. Hhxee. Good morning. I am Rod Heller, president of the 
JNattonal CJorporation for Housing Partnerships. I am pleased to be 
with you this morning. We have submitted a statement for the 
record, which largely includes our technical comments with respect 
to the Illation that you have proposed. Congressman Itengel 

I would like to depart from the written materials that we have 
pr«iented and try to put in context some of the changes that we 
beheve the Nation confronts in grappling with the preservation 
issue. 

First, I would like to stress the lack of data that thus far has 
characterized the debate. We at the'National Housing Partnerships 
are trymg to remedy that through the National Low Income HoiS- 
mg Preseroabon Commission. With $400,000 that we have expend- 
ed and a $250,000 grant from the Ford Foundation, the National 
Low Income Housmg Preservation Commission has developed a de- 
tailed date base dealing with 645,000 section 236 and 221(dX3) 
projects. The model prepared by Act Associates of Cambridge, 
Mass., mcludes a . projection of the number of units in that eatery 
of project which will default, the number that will prepay, and th^ 
cost to prevent the loss of that housing stock to the country 

We will be submitting. Congressman Rangel, that report to the 
House and che Senate Subcommittees on Housing, both of which 
have requested us to do so last year. I beHeve the findmgs will be 
illummatmg and very helpful to your committee. 

Second, I would like to outline very briefly some factors which I 
beheve are all too often lost in tht focus on the preservation issue 
V!S^f fo?^^'^®^®*® *° impact nationally of the Tax Reform 
Act of 1986. The low and moderate income housing units, the 2 mil- 
hon federally subsidized but privately owned units, are by and 
large owned by limited partners which invested literally billions of 
dollars m those proj'ects, and general pjulaiers which typically were 
large apartment owners and syndicators. I think it is iiseftd to look 
at both categories, taking the latter first, the general partners 

We recently completed, for our own board at the National Hous- 
mg Partnership an evaluation of the financial condition of the gen- 
eral partners. Of the top five owners of low and moderate income 
housmg at the end of 1985, two are in bankruptcy; a third has 
withdra\wi from that field of activity; and only Mr. Rozet's compa- 
ny and the National Housing Partnership remain as msnor owners 
and operators of that type of housing. 

Perhaps more significantly, of the 25 top apartment owners gen- 
erally—that is, owners of conveniional as well as low and moderate 
mcome housing— at the end of 1986, 10 are bankrupt or in serious 
financial trouble. The whole industry is in significant disarray, oc- 
casioned not only by tax reform but by overbuilding and the other 
factors that have affected the economy. 

This is going to have ultimately a significant impact on the pre- 
payment issue, on the production of rental housing in this country 
and obviously on the construction industry. 
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Turning to the second cat^ory, the investor group. Since 1968, 
when the bargain was struck, investors put up equity dollars for 
lowland moderate income housing projects in return for tex bene- 
fits. No cash-flow is, by and large, to be expected from these 
projects, and appreciation is uncertain at best. As a consequence of 
the 1986 Tax Act, investors no longer are receiving any benefits to 
speak of, and^they confix)nt the specter of ownership of an invest- 
ment locked in for the next 8 to 10 years without any economic 
return. 

This„ poses for fidudaries like NHP signific^t difficulties. While 
I believe that we can Intimately argue that low and moderate 
income housing can be preserved to some limits without r^ard to 
the fiduciary obligations we have, the loss of flexibility in protect- 
ing the investors is a ve^ significant one. And we are seeking 
means of providing protection for the investors. 

We are very enthusiastic supporters of your bill, Mr. Rangel, be- 
cause we believe it offers one way for general jpartner fiduciaries to 
offer investors an alternative. At NHP we are establishing a non- 
profit, 501(cX3) to which we hope many of the investors in our 
60,000 low and moderate income housing units will contribute or 
sell on a bargain sale basis their interest as a means of escaping 
what has no longer proved to be a usefiil investment. At the same 
time, we can ensure that the housing originally developed with 
those dollars will remain in the national stock of low inconie hous- 
ing. 

Your bill, while we have some technical objections to it— which 
as I have said are set forth in the testimony — we find a very usefUl 
initiative and one we completely support. 

Thank you. 

Chairman Rangel. Thank you, Mr. Heller, and congratulations 
on the fine work that you have been doing. We look forward to con- 
tinuously working with you. 

(The statement of Mr. Heller follows:] 
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EXECUTIVE OFFICER, NATIONAL CORPORATION -FOR HOUSING PARTNERSHIPS 



I an pleased to appear before this Coamittee on behalf 
of National Corporation for Housing Partnerships. KCHP is 
unique, a private, for-profit entity created by Congress in 
1968 with the purpose of encouraging the developnent of low 
and moderate incone housing. 

Today, NCHP 

o owns Bore low and aoderate incone nultifamily 
rental housing than any other private entity, 

o is the largest nanager of low and moderate income 
rental housing, directly managing 55,000 units, 
and, 

o has not yet returned a single multifamily mortgage 
to HU D — an a ccompl ishment re qui r i ng not only 
dedication and hard work, but almost $50 million in 
loans to projects. 

We arc privately owned (with Ber)cshire Hathaway and 
Weyerhaeuser being our principal shareholders) and operate on 
a national scale, with over 500 rental properties located in 
39 statert, the District of Columbi and Puerto Rico. 

NCHP has carried out its original mission by using $650 
million of private funds, raised in large part from investors 
m private and public real estate partnerships, to develop 
over 80,000 units of low and aoderate income housing. 
Nationwide two million units have been built through private 
funding. NCHP believes that the interests of these investors 
were forgotten during Co'igretis' consideration of the 1986 Tax 
Reform A^t and has beer forgotten thus far during Congress' 
'consideration of the preservation issue. 

Traditionally, there are three benefits derived from a 
real estate, investments (1) cash flow, (2) appreciation in 
value and (3) tax benefits. An individual investing in a low 
income housing property does not expect to receive cash flow, 
and appreciation is, at best, uncertain. The primary benefit 
then, is tax benefits designed to provide the equivalent of 
an economic return on investment. Tax benefits were the 
primary reason private investors invested in low income 
housing. 

The effect of the Tax Reform Act of 1986 on low income 
housing and its residents was devastating— not only with 
respect to these investors, but with respect to the future 
production of such housing and the preservation of existing 
housing. i need not emphasize that the legislation had a 
retroactive impact on currently owned projects by taking 
away most of the tax benefits associated with investments in 
such projects. By undoing the bargain struck with pr //ate 
investors in low and moderate income housing, congress* has 
further jeopardized our existing housing stock, with little 
or no cash flow ever expected from these properties, and 
little or no tax benefits remaining after tax reform, owners 
are now encouraged, where possible, to sell their projects 
for economic gain or, if that is not possible, perhaps to 
abandon their troubled properties. 
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This is particularly important for NHP and other 
similarly situated general partners in low and moderate 
income housing. NHP is a fiduciary and legally obligated to 
obtain the highest possible return for our investors. We 
believe that, because of our unique congressional status and 
the emphasis we placed on low 'income housing, we have some 
flexibility in balancing investors* needs with our interest 
in maintaining as much as possible of our stock of low and 
moderate income housing. But Congress has made our task 
much more difficult. Our investors typically are receiving 
no benefits from their investments . 

To demonstrate this impact, I'd like to share with you 
a portion of a letter T received from one of our investors: 

Dear Mr. Heller:. 

* * * 

[I]t re«lly appears that the 1986 tax changes have 
turned^ an anticipated nice investment into a 
financial disaster. I am also aware of the fact 
that you are under contractual obligation to 
maintain the low income status of these units and I 
would assume, therefore, that the chance of any 
reasonable return on investment is remote at best. 
I would appreciate comments on this.. 

Finally, if I eun not maJcing any return on invest- 
ment, what are my prospects of a sale of my 
interest? I seem to recall that the original 
Memorandum did show a planned sale with the profits 
to be derived from that sale as the benefit from 
the program. If this is true, when is that sale 
planned ancZ how can we expect profits from this 
sale if the five properties involved, which are 
fully rented, are not earning enough money to pay 
us income? 

The Low Income Housing Transition Rule included in the 
1986 Tax Act provided some relief from the law's passive loss 
rules, but only to a relatively small number of low income 
projects and their investors. In that sense, the Transition 
Rule has served as a successful vehicle in avoiding an early 
wave of lost projects, without it, the sco^ of our concern 
this morning surely would be broader. 

NCHP has two principal concerns: on the one hand we are 
a general partner and fiduciary with obligations to those who 
have invested in our properties, on the other hand, we were 
established by Congress to promote low income housing and are 
-deeply concerned by the prepayment issue. We think that the 
fitical action that must be taken now is to restore tax 
benefits, that will facilitate the retention of properties as 
low income housing. To that end these hearings and your 
proposed legislation, h.R. 3663, are a very constructive 
beginning. 

We generally support the objectives of this legislation. 
However, we feel some of the specific provisions will not 
achieve those objectives. We also support an increased role 
for nonprofit entities in preserving low income housing. 
Congress needs to recognize that these nonprofit entities 
have the same need to raise capital through tax incentives 
that for profit entities do. We would further suggest that 
Congres? give consideration to supporting partnerships 
between for profit and nonprofit entities to meet that need. 
Our reservations about H.R. 3663 are as follows: 
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Increase in Adius ted Basif , 

We support the purpose of this provision to both 
preserve e property as lav income housing and to 
inprove its physical condition. However, ve must 
oppose its specific provisions because ve do not 
thinX they vill achieve that objective. As 
draf t.ed, the bill vould permit ah ovner to increase 
its adjusted basis in a property and to be eligible 
for the Lev incose Housing Tax Credit in return for 
(1) its agreement to continue operating the 
property iinder its existing use restrictions and 
<2) its agreement to restore the property to sound 
physical imd financial condition within 24 months. 
Because there is no ability to obtain additional 
capital from the limited partners, ^ the responsi-- 
bility to fund the required repaiirs vould fall 
solely on the general partner. Practically, most 
general partners vould not have the firancial 
ability and, under current tax allocation rules, 
viir not receive the tax benefits as an incentive 
to make such repairs. On the other hand, the 
limited partners vho vill contribute no, additional 
capital and vho typically hold 99% of the partner- 
ship interests vould, therefore, receive the 
benefit of the lov Income Housing Tax Credit. 
Moreover, no oyner vould agree to maintain the lo:? 
income status of the property vithout an extension 
of the property's subsidies. 

If one of the purposes of this provision vas to 
also address the so-called "phantom income" 
problem, ve suggest that a better remedy to assist 
investors and encourage lov income housing 
preservation vould be a passive income limitation 
rule. ' Such legislation vould, in effect, put 
investors in a cash basis position by requiring 
them to report only the amount of actual cash 
distributions received as income. 

Low Income Housing Tax Credit. 

We support the provision in the bill vhich vould 
permit a vaiver of the credit's ten year placed in 
service rule if necessary to enable a project to be 
retained for lov income housing. We believe this 
is a good provision because it increases the 
involvement of State and local governments in 
determining vhen to allov the credit for projects 
financed under state agency — rather than federal — 
programs and adds preservation as a criteria for 
granting a vaiver. 



In general, ve believe that this is a very 
constructive initiative and strongly support the 
concept. As currently drafted, the bill, however, 
singles out transfers to a partnership as the only 
instance in which the purchaser is required to 
restore the property to sound physical and 
financial condition within 24 months. A nonprofit 
purchaser is under no such obligation. We believe 
such a distinction is both inappropriate and 
counterproductive to our preservation goal and our 
goal of providing decent and safe low income 
housing. We suggest the following two modifica- 
tions to the provision: first, all nonprofit and 
for profit entities — including for profit corpora- 
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tions such as NCHP— should be able to Jaenefit by 
this gain exclusion provision; second, no entity, 
for profit or otherwise, should be excluded from 
the bill's requirements with respect to restoring 
the property to sound physical and financial 
condition. 

ny..r-rat ^v^^DK^ responsibility under our Congressional 

charter, NCHP has sponsored the organization and operation of 
the National Low income Hbusing Preservation Commission. 
^^;fKiV/K^^^?^"*.^°°^^^^^?" independent of NCHP and was 
cf^f^i u^"*.^^^^ year with the support of the House and 
Senate Housing Subcommittees and is chaired by former HUD 
Secretary carla Hills and former House Banking Committee 
Chairaan Henry Keuss. < 

Many industry groups have studied the issues of 
prepayment and expiring^ subsidy contracts confronting our 
existing privately owned low income house stock and have 

Conn^^^^ ^K^^l^ ^^^"^ ''^^''^ °" P^^i*= P°^i<=y choices 

P???f^^h; n° i "^^1- ."^^^ National Low Income Housing 
u^ffv^J^i? Coi^ission IS .performing a unique service, 
cr^^?hi?!i - ^^^^"^ groups: (1) it will compile a detailed 
stock nn*??^^%*.^''^*'1^"^ salient facts on the existing 

^nS /^x 6.^5,000 units under the 221(d)(3) and 236 programs, 
and (2) it will utilize a complex financial Sodel to 

n^owJ2^ K^^t VJif^^ ^^^"""^ °^ housing 
projects, both with or without further legislative action to 
save them. This data has been compiled and analyzed at no 
^ ioS?^^^'^^ Commission has received $400,000 from NCHP 
??n^fn„\^'^''i from the Ford Foundation. It will release i?s 
findings and conclusions to Congress er.rly in Aoril. Thr» 
Commission's report will address: Api^^A. me 

o How much of the low income housing stock is at risk 
of loss to low income households due to prepay- 
ments of mortgages; 

o How much ^of the stock is financially troubled and 
likely to default; and 

o The estimated cost of protecting the supply of 
older, subsidized housing from default or conver- 
sion to non-low income use. 

I believe the findings of the Commission will be invaluable 

sSrroundiSr'^h^^ "^^'^ ^° ^^"^ analysis of the issues 

surrounding the preservation of low income housing. i 
believe our support for this effort exhibits our deep 
commitment to this issue. ^ 

One final note. I believe it is imperative that 
Congress recognize that if it wishes private, for profit 
owners and investors to participate in the development of low 
income housing there is a need for stability and reliability 
t^^^f ta>c laws. Current skepticism among private owners is 

wiiJ" nr?v.1.; -^"""if ^° ^l^. 1^^°""' Congress struck a bargain 
with private investors which generally said that investors 

''^'^''l^ -l^^^"" ^"""^^ taxable income in return for their 
equity contributions to low income housing properties. in 
;!n!;;^^"^^t!S retroactively and severely curtailed those tax 
' 5^^^°"?*" the amount of an investor's 

equity contribution remains the same. 

l^aiJi^riMon^^^*'^^^^^ equally called for in housing 

legislation. Approximately 20 years ago the federal 

lo-nltrucSnn^^^^^ ^° private Wrs with low iSteresJ 

construction loans and rental subsidies in return for which 
owners agreed that the property was limited to use bv low 
income residents for at least 20 years. In 1987, Congress 
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retroactively modified the terms of those contracts by 
enacting the prepayment provisions in the housing bill. We 
continue to oppose those provisions. 

The new low income tax credit requires that a property 
remain low income housing for 15 years. i submit to this 
It® that in today's legislative atmosphere, an owner 
^f:??., whether or not congress 

SSg^'e's^r^cU^^^^^^ 

^AA^ ^ believe that this credibility issue must be 

aaaressed if t*.5i:e if» to be significant private involvement 
the future^" income housing production program in 

Oliank you, Mr. Chairman, for the opportunity to appear 
here today. nchp looks forward to working with this 
Subcommittee and its staff on protecting our vital resource 
01 low income housing » 
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Chairman Rangel. Terry Lewis, president of the National Asso- 
ciation of Housing Cooperatives. Ms. Lewis. 

STATEMENT OF TERRY LEWIS, PRESIDENT, NATIONAL 
ASSOCIATION OF HOUSING COOPERATIVES 
Ms. Lewis. Thank you, Mr. Chairman. 

I thank you for this opportunity to present the views of the Na- 
tional Association of Housing Cooperatives on H.R. 3663. Our orga- 
ni^tion applauds your desire to preserve the country's stock of low 
and moderate income housing, and we appreciate your sensitivity 
to housing coK)ps as a source of decent, affordable home ownership. 
We do, however, seek certain modifications in this legislation. 

Last Saturday, I spoke before a gathering of cooperators and leg- 
islators from in-and around New York City. 

Chairman Rangel. You did. 

Ms. LEvra. Yes. You were there, Mr. Chairman. You were our 
keyi-ote spneaker. 

In addition, representatives of four NAHC association members 
representing more than 550,000 area cooperative households were 
present. You spoke eloquently on the subject of using the Federal 
mcpme Tax Code achieve social priorities, most notably main- 
tammg affordable housmg stock and avoiding displacement, espe- 
cially m New York City, of residents who are not the possessors of 
enormous wealth. 

V Reform Act of 1986 was passed, you acted on 

behalf of qualified cooperative housing corporations threateitied 
with grossly mequitable tax consequences. Tlie inequity that you 
prevented stemmed from a section of the Tax Code that is at issue 
today and that we are asking for your help in dealing with. And 
•that IS also dealt with in 3663. 

Because of the responsiveness you have shown in the past and 
the sensitivity that H.R. 3663 shows to the country's housing needs, 
I am confident we will receive the help and support we need. 

Now, I would like to say a little bit about cooperative housing be- 
cause it is not nearly as well known as the rental housing that you 
have been talking about. But cooperative housing is, with very few 
exceptions, affordable housing, not luxury housing. Now,^ I know 
you are all familiar with the Watergate, and that may your 
image of the cooperative. But in most cases, cooperative housing 
across the United States is lived in by low, moderate and, at most, 
middle income Americans. 

The Federal Government has an enormous investment in cooper- 
ative housing, not only through Government-assisted housing but 
through Government-msured housing. There is a substantial 
number of nonassisted cooperatives that are financed by federally 
guaranteed loans or, in addition, eligible through refinancing 
under section 223(f). ^ 

Now, this is an enormous commitment of the Fede-al Govern- 
ment to affordable housing stock, in addition to the very small and 
very targeted group that you have already addressed in your bill. I 
would like to tell you very strongly that my organization has an 
enormous numbei of members who are within the already targeted 
group. But we are absolutely united in saying to you that housmg 
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cooperative as a whole require protection under the Internal Reve- 
nue Code, Housing cooperatives as a whole need your help in order 
to maintain the stock of affordable housing in the United Stai^. 

The mcgor issue and the most predoimnant issue that you have 
addressed in jrour bill is interest on reserves. A housing cooperative 
is not like a single-family home. The scale of the enterprise is quite 
a bit large. And unlike a single-familv home owner, a cooperative^ 
member makes a monthly payment that is allocated to the whole 
of the cooperative, not to his single dwelling unit. He is responsible 
for a proportionate share of all of the costs of operating the cooper- 
ative, including the cost of paying the mortgage.. 

Prudent management stondaros dictate that/ le housing cooper- 
ative make long-range plans to provide for maintaining and even- 
tually replacing its physical plant. Mortgage lenders or Govern- 
ment regulators often require that a replacement reserve and a 
general operating reserve be maintained to assure that the coop- 
erative's ability to meet these needs over time is maintained. Large 
scale maintenance and replacement projects like furnace replace- 
ment, parking lot repaving, asbestos abatement and the like, re- 
quire laree scale financial investment. 

Now, the necessary funds can theoretically be created in three 
ways. The members can be assessed directly as the rehab occurs. 
The scale of these projects make this prohibitive for low and mod- 
erate mcome families. That kind of financial wherewithal is not at 
their beck and call. 

The cooperative can go out and seek loans. But cooperatives gen- 
erally have a first mortgage lender, and the first mortgage lender 
is not always willing to impair the security of this lean by allowing 
further debt to be incurred. 

Finally, the cooperatives can do what prudent businesses do and 
what the Government requires that cooperatives do in not only 
Government-assisted housing, but cooperatives that are financed 
simply by Government guaranteed loans. That is to accumulate re- 
serves over time. 

As monthly payments by the shareholders generate the reserves 
over time, these funds are deposited in interest-bearing accounts. 
The mterest earned further enhances the cooperative's ability to 
meet future replacement or operational needs. As you can see, the 
reserves are an integral part of the operation of the cooperative, 
and yet the Internal Revenue Service has recently begun to treat 
the reasonable reserves of housing cooperatives as if these fimds 
were entirely unrelated to the cooperative. .'Mot only do we find this 
action by the IRS disturbing and unreasonable; it is also unneces- 
sary. 

Now, my written testimony sets out a great deal of information 
about interpretations of the Tax. Code and the taxation of coopera- 
tives under subchapter T. What I would like to say is that section 6 
of your bill speaks to interest on reserves. It is targeted for what is 
called limited equity C0K)ps. The targeting is too narrow, Mr. Chair- 
man. The targeting of that section of the bill must be expanded to 
include the entire stock of affordable housing that is provided by 
cooperatives. 

Second, your bill addresses the 80-20 rule and commercial 
incon e in limited equity cooperatives. We think that for limited 
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equity coojperatiy^ . or this targeted group, an enhancement of the 
mcentive is needed, because most residents of limited equity coops 
SifS^T? ^^^^^r^'^^y the passthrough. Tliey take the 

staudard deduction. What would be a far greater incentive for lim- 
ited equity cooperatives would be the ability to use commercial 
income to reduce the cost of providing housing to their low income 
members. 

We have some additional suggestions for refinements of the bill 
»fr Srman"' ^t^n testimony. I thank you very much, 

Chdmian Rangel. Thank you, Ms. Lewis. You were eloquent 
Saturday, and you vere just as eloquent today. 
[The statement of Ms. Lewis follows:] 
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Statement o'c Terry Lewis 
President 

Hational Association of Housing Cooperatives 
Before the 
Subcommittee on S'^lect Revenue Measures 
Committee on Ways ard Means 
U. S. House of Representatives 



March 3/ 1988 



Mr* Chairman and Members of the Subcommittee: 



I thank you for this opportunity tc present the views of the 
National Association of Housing Cooperatives (NAHC) on HR 3663. i 
Our organization applauds your desire to preserve the country's i 
stock of low and moderate income housing and appreciates your j 
sensitivity to housing cooperatives aii a source of decent, affor- 
dable home ownership. We do, however, seek certain modifications j 
in this legislation. j 

I 

1 speak to you today as President: of the Hational Association I 
of Housing Cooperatives and as an individual formed by all of my j 
experiences with cooperatives and affordable housing. HAHC is a ' 
nationwide organization of housing cooperators and cooperative 
professionals. Fcr thirty-seven years, NAHC has provided a forum i 
for training and the exchange of information among housing co- I 
operators, and has served as a spokosperson for cooperative home- ! 
owners from f rorn^ diverse geographic^ economic and social back- ; 
grounds. 1 grew up in a Michigan cooperative of which my ^ 
immigrant grandparents, with eightcsn other couples, were i 
founding members and whose current members include both my 
parents and my closest friend. For Cen years, I wa& a member of a , 
federally-aided housing cooperative in Ann Arbor, Michigan. I 
[served as a member of its Board of Directors, as its Treasurer ! 
and as its President. In addition, I am an attorney whose day to 
I day work is on behalf of a substantial number of housing | 
'cooperatives, and an even larger number of governraent-reouiated i 
and assisted rental housing projects. All of these experiences ! 
inform my words as I address you tcday. I 

Just last Saturday, I spoke before a gathering of cooperators j 
and legislators from in and around New York City. j 
Representatives of four NAHC Association members representing , 
more them 550,000 area cooperative households were present. The 
Chairman of this Subcommittee, Congressman Rangel, gave the ' 
keynote address. He spoke elo^ently on the subject of using the . 
Federal Income Tax Cr-** to achieve social priorities, most i 
notably, maintaining affordable housing stock in booming real 
estate markets across the nation acd preventing the displacement, ^ 
especially in New York City, of residents who are not the ' 
possessors of enormous wealth. | 

When the Tax Reform Act of 198^; was passed, you acted on 
behalf of qualified cooperative housing corporations threatened 
with grossly inequitable tftx conse<2uences. The inequity you 
prevented steiwned from an interpretation of the tax code recently , 
promulgated by the Internal Revenue Service. As proposed. Section 
6 of H.R. 3663 offers similar protection to a very small fraction 
of the cooperatives that provide e.ffordable homeownership to some 
1,000,000 American families. My mcunbership is united in saying to 
you that this protection roust be ::efined and broadened to allow 
H.R. 3663 to truly prevent displacement and preserve the 
country's stock of affordable housing. 

Because of the responsiveness; you have s«iown in the past and 
the sensitivity that H.R. 3663 shows to the country's housing 
needs, I am confident we will receive the help and support we 
need. 
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I STATEMENT OF TERRY LEWIS page 2 J 

r I 

I ^^If^' ^ * little about cooperative home- ! 

ovmership. I'd like to begin by telling you what it is not. As 
Washington dwellers you are no doubt familiar with the country's 

imost notorious cooperative, the Watergate. It is a luxury 1 
dwelling by any standard. Luxury cooperatives such as the 

Watergate and a few like it in New York City and Chicago are rare \ 

indeed. Most cooperative housing is owned by middle and low ' 

income families. Some are former rental properties converted to ' 

cooperatives by their tenants. Many were newly constructed with i 

government guaranteed loans, some with goverment subsidies. With ' 
tew exceptions, cooperative housing is affordable — not luxury 

— housing. j 

Unlike the outfight owner of a single family dwelling, the ! 

shareholders or members in a cooperative are each proportionally ^ 
responsible for the physical maintenance and cost of operation of 

the entire building or complex, including .all corooon areas. | 

The coop- resident owns sheres or a membership in the coop- 
erative housing corporation, which owns the buildings. These 
shares entitle the member to occupy a given unit. In a housing 
cooperative, as in any cooperative, there is an identit/ between 
the shareholder/members of the corporation and the users of the 
corporation •« assets. The corporation collects from each share- 
holder a monthly charge to cover operating costs (in the case of 
a housing c- operative, the cost of mortgage payments, taxes, roain- 
teoance, et^:. ) . 

Prudent management standards dictate that the housing coop- 
erative make long range plans to provide for maintaining and even-' 
*:ually replacing its physical plant. Mortgage lenders or govern- 
ment regulators often require that a replacement reserve and a I 
general operating reserve be maintained to assure the cooper- 
ative's ability to meet these needs over time. j 

Large scale maintenance and replacement projects (furnace 1 
replacement, parking lot repaving, asbestos abatement, and the 
like) require large scale financial investment. The necessary 
fundi can, theoretically, be obtained in one of three ways: 

. The cooperative can assess the entire cost to its membership * 
as and when the rehab work is done. The scale of the funding 
involved would place these assessments well beyond the tjeans of * 
many families, necessitating sale of memberships in a classic , 
case of displacement* ; 

The cooperative could borrow funds, increasing monthly I 
charges to cover increased debt service. But, in many cases 
(particularly whe^e government guaranteed or aided loans are 
involved), the first mortgage lender (or goi'ernment guarantor) is ' 
reluctant to impair the security of its loan by allowing the ' 
cooperative to incur more debt. The option to borrow is also t 
affected by the availability and cost of funds in the financial * 
market. No cautious steward of property assumes that funds will 
be both available and affordable whenever need strikes. * 

The third option, the gradual accumulation of reserves over 
tine, is an altogether practical and prudent way to meet future ' 
needs of the cooperative. * 

As monthly maintenance payments by the shareholders generate i 
reserves, these funds are deposited in interest-bearing 
accounts. The interest earned further enhances the cooperative's 
ability to meet future replacement or operational needs. As you 
can see, reserves are an integral part of a sound overall program 
for operating and maintaining the cooperative over time. Yet the 
Internal Revenue Service has recently begun to treat reasonable 
reserves as if these ft jjds were entire\y unrelated to the coop- 
erative* 

Not only do we find this action by the i.R*s. disturbing and 
unreasonable, it is also unnecessary* Congress has long since 
recognized the nature of cooperatives and has set out a ca-npre- 
^Sh^y.H^J^^c!^!!! JS^^iJ^'i^ taxation, first enacted in 1951 and now 
embodied in Subchapter T of the internal Revenue code* | 
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"Generally, the effect of the treatment specified (by sub- 
'. chapter T) for patrons taken together with that also outlined (by 
> Subchapter T) for cooperatives is to obtain a single current tax 
i, with respect to the income of the cooperative, either at the 
It level of the cooperative or at the level of the patron. "(S. Rep. 
IjNo. 1881, 87th Cong., 2d Sess. 116 (1962)) 

I Cooperatives are treated as essentially a zeroosun 
, enterprise, where funds are collected fron) shareholder/members 
, (patronage income) in antounts necessary to just cover the cost of 
1 business done with each member. If it turns out that costs are 
, less than anticipated. Subchapter T recognizes and protects the 
I mechanism (the patronage dividend) whereby the excess is returned 
I to the patron in a retroactive price reduction. In a for-profit 

1 corporation, this income would be taxed twice, as net income of 
the corporation and as dividend income to the shareholder/member. 
< In a cooperative, funds paid as patronage dividends are deduc 
tible in arriving at the cooperative's taxable income. To the 
extent that they represent business activity of the patron (and 
) thus have provided deductions in arriving at the patron's taxable 
income), patronage dividends are taxable incoire to the patron. 

However, this rule will not apply in the case of 
patronage dividends paid with respect to purchases of 
personal, living, or family items. In such cases there 
is to be no inclusion in the Income of the patron with 
respect to the patronage aividends even though they are 
not ta)cen into account by the cooperative. This is in 
accord with the concept that patronage dividends 
represent price adjustments. Therefore, the patronage 
dividends in these cases represent downward price 
adjustments of personal, living, or family items and 
should no more lead to taxable income than bargain 
purchases of such items elsewhere. (S. Rep. Ho. 1881, 
87th Cong., 2d Sess. 116 a?fi2)) 

To the extent that a cooperitive operates as other than a 
J zero- sun enterprise. Subchapter T treats it exactly as if it were 
ja for-profit corporation. If patrcnage income is retained in 
excess of costs, it produces taxablt^ income to the cooperative 
corporation and is taxed to the cooperative at a corporate rate. 
If non-patronage income is earned by the cooperative. It is 
} ineluded in the cooperative's ineome stream as well. 
.Non-patronage income Riay be distributed to the coopczative's 
shareholder/members, but the dividend is not deductible in 
I arriving at the cooperative's taxable inca-oe. If non-patronage 
income is distributed (rather than retained by the corporation), 
it is taxable to the distributee as well (it cannot, by 
definition, be a retroactive price reduction on & personal, 
i living or family item). 



A series of cases has confirmed the applicability of Sub- 
chapter T to housing cooperatives, and has spelled out the dis- 
tinctions between p^enronage incame — income "integrally inter- 
twined with the cooperative's functions" — and non-patronags 
income subject to the significantly less favorable tax treatment 
I have just outlined (see, for example. Cotter and Co. v. U.S. . 
765 F2d 1102 (D.C. Cir. 1985)). By the reasoning of these cases, 
interest on reserves that are either demonstrably lir\kcd to cho 
replacement and capital needs o£ a cooperative or demonstrably 
necessary as a hedge against forseeable operating contingencies 
MUST be treated and taxed as patronage (member-related) income. 

The National Association of Housing Cooperatives asserts that 
the maintenance of reserves is a vital part of the sound manage- 
ment of our homes. When our reserves are prudently invested, 
they produce income. Naturally, this income is taxable. But, as 
Subchapter T clearly dictates, it is patronage income, taxable 
ONLY as part of our adjusted gross income along with the monthly 
naintenanc« charges paid by our members. 
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Reasonable reserves and the income that they produce are 
inextricably intertwined with the functioning of the cooperative. 
.In fact, the Tax Court has held that the portion of monthly 
.maintenance charges deposited into lender-held replaceme nt 
I reserves is a monthly contribution to capital by the sharehol- 
der/members, and is not to be included in the adjusted gross 
income of the housing coopeiative ( Park place, inc. v Coronis- 
sioner, 57 TC 767 (1972)). Yet, recHHTl V, as 1 have sajid. the 
Internal Revenue Service has attempt . to treat these reserves 
and the interest their prudent investment creates as if they were 
independent business enterprises, totally unrelated to the 
business of the cooper&cives whose continuance they insure. 

There is patent unfairness in taxing these reserves as if 
they were a separate business, unrelated to the cooperative. A 

homeowner who is prudent enough to provide for such 
needs by setting up a separate savings account does not have to 
segregate this interest from all other income. That homeowner 
adds up all income, subtracts all deductions, and pays the taxes 
on the balance. In a cooperative, homeowners are being treated 
differently. The owner of a single .''amily home currently pays a 
maximum of 28% tax on income. Cooperative homeowners can I 
currently be taxed at a rate as high as 35% if interest income on , 
jjcoop reserves is separately taxed. , 

I I^ikewise, in a for-profit corporation, the interest income 1 

generated by the investment of capital contributions or retained ' 

earnings is not segregated from t.ie other business dealings of ' 

the corporation. There is no justification for treating a 1 
cooperative more onerously than either a single-family homeowner 
or a for-profit corporation. 

If the Treasury Department is successful in its attempts to 
tax cooperatives in this manner, the results will be 
devastating. Cooperatives with reserves already inadequate to 
meet their physical and operational needs will find their 
resources further depleted, it will become impossible to make 
needed repairs, income will be insufficient to meet operating 
costs if, for example, vacancies exceed Projections or if 
unanticipated increases in property taxes or insurance or fuel « 
costs occur. Delinquencies will surely occur, and a viable form 

L*^^^^°*^^*^ ownership will be most detrimentally 

rfn^^o*" """"f^ ^^^'^ ^-"f^ * reversal of all of the positive i 

ripple effects that cooperative housing typically produces — the 

w^^^^^^^P ^^^^ stability and improvement of 

neighborhoods, all of this will doubtless be reversed. 



{SECTION 277 

The justification advanced by I.R.S. in its attempts to tax 
?orM!!!^*'5?7 ""V^V^? separate businesses is its claim that 
secwion 277 of the Internal Revenue Code applies to housing (and 
other) cooperatives, nahc is satisfied that it does not 

"S^ enacted in 1969 to apply to non-exempt social 
clubs and membership organizations "operated to furnish goods or 

members." It requires that member income and 

f^°° non-member income and expenses, taxing 
each separately. Section 277 speaks quite specifically to 
membership organizations such as country clubs, burial societies 
or mutual insurance societies, not to cooperatives. 

Cooperatives are neither social clubs nor "membership 
organizations" as that term is usually understood. They ace 
corporations formed to own and operate the assets their share- 
holder/members use. *>ii«w.c 

^ Housing cooperatives do not provide "goods or services". The 

term cf art used in the internal Revenue Code to refer to real 
t °f reference to 

LS^4^ Section 277 can only mean that that section was 

jtNOT intended to apply to housing "corporations operating on a 
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I 

, cooperative basis", which are comprehensively treated under 
jj Siibchapter T of the Code . 

j[ NO INFERENCE AS TO THE APPLICABILITY OF SECTION 277 

II Section 6 of H.R. 3663 makes direct reference to Section 277. 
IkaHC requests that this reference be deleted and that a 
»J "no-inference clause" be inserted, allowing us the opportunity at 
i some future tiir.e to seek judicial clarification that Section 277 

I! of the Internal Revenue Code does not apply to cooperatives, 
i 

U TAX TREATI'XNT OF REASONABLE RESERVES 

i Even if Section 277 is detemined, at some future tine, to 
I apply to "corporations d ng business on a cooperative basis" and 
j the specific sub-group ol those corporations which NAKC 
I' represents — housing cooperatives defined as such .by Section 216 
,J of the Internal Revenue Code — it does not follow that the test 
It for non-nenber income under Section 277 differs in any respect 
f from the test for patronage income under Subchapter T. As income 
{[which is "integrally intertwined with the cooperative's 

i' functions", interest on reasonable reserves should, in all 
1 fairness be tr'^ated as MEMBER income. 

n NAHC supports the idea of protecting coopera*:ives from 

|I especially onerous taxation in order to preserve them as provi- 

l| ders of affordable housing. Kany of our members would fall within 

f the protected group as currently defined in the *5ill. But we are 

!i firmly united in our plea that H.R. 3663 be broadened to . idress 

lithe needs of ALL housing cooperatives, preser\ing affordable 

'[ housing by defending us all from patently inequitable taxation. 

;we ask your conf irm;*.tion that interest on reserves that are 

- demonstrably linked to the physical and operational requirements 

' of a housing cooperative be treated as part and parcel of the 

! cooperative enterprise. 

i 

j. TAX TREATMENT OF SUBSIDIES AND GRANTS 

I Similarly, Congress should make clear that the government 
subsidies and grants that make cooperative housing available to 

. low and moderate income families is as "integrally intertwined 

, with the operation of the corporatiori" as the maintenance charges 
paid directly by the cooper ators. Traditionally, funds obtained 

(, through Section 8 and its predecessor programs were treated in 

3 this way. We wish to insure a continuation of this treatment, 
even if the subsidies come from non-federal sources, 
li 

I, A similar situation exists with respect to phantom arbitrage 
income produced and designed into the operation of certain state 
i| aided and financed cooperatives. 

I" 

ffTAX TREATMENT OF INSURANCE PROCEEDS 

^ At present the i.R.S. requires that insurance proceeds be 
, reinvested in like property withm a given time frame. Circum- 
», stances exist where housing cooperatives have been unable to meet 
ij this time requirement even though the funds will ultimately be 

1 used as intended. NAHC would like to see these funds treated as 
;i contributions to capital even when business exigencies prevent 

J their immediate reinvestment. So long as these funds are irrevo- 

I cably earmarked for capital improvements or replacements (by 
being prudently placed in a restricted reserve, for example), the 

» purpose behind the arbitrary time limit will be well served. 



j 80/20 THRESHOLD 

) Section 216 of the"Code sets stringent requirements before a 

housing cooperative can pass on to its shareholder /members tax 
J, deductions for mortgage interest and real property taxes paid by 
|; the corporation. Failure to meet these requirements means the 

i! 
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jloss of this pass through to shareholders; in addition, outgoing 
j members lose the opportunity to "roll over" thoir equity into 
I another home without tax implications. 

The 80/20 rule of Section 216 requires that 80\ of the income ! 
jof ,a cooperative housing corporation come fioca member sources. I 
j Section 5 of H.R. 3663 would waive this requirement totally in I 
jthe case of limited equity housing cooperatives. 

NAHC would prefer to see the 80/20 rule replaced by a • 
"principal purpose test" applicable to ALL housing cooperatives. J 

,If the principal purpose of the cooperative is in fact to provide I 

[housing to its members, then it should qualify under Section » 
216. The present 80/20 standard is arbitrary and excessive. ' 

I Principal purpose is, after all, the test generally applied by ; 

j the Code to insure the bona fides of a taxable entity. If a more 
stringent standard is felt to be necessary, should housing ' 
cooperatives be forced to meet a higher threshold than the 60/40 [ 
standard applied to condominium assocf -tions by Section 528? , 

I 

Everybody stands to benefit from a principal purpose 1 
criterion. Since non-member income is taxable income, under ^ 
either Section 277 or Subchapter T, increasing the threshold of I 
non-member income will remove present limits on rent that • 
cooperatives may charge their commercial tenants. Taxes would i 
increase accordingly. This revenue would more than offset any ! 
revenue loss that might be perceived to occur through clarifying ^ 
the tax status of interest income on reserves. | 

i 

COXMERCxAL INCOME OF LIMITED EQUITy COOPERATIVES 

If Congress wishes to provide a special incentive to 
I cooperatives which remain affordable by lijniting the resale price 
{of their membersbips or shares, an iinportant incentive can be 
{provided through the tax treatment of commercial income. In New 
I York, for example, mutual redevelopment cooperatives and those 
} subsidized under the Mitchell-Lama program were purposely set up 
Jwith commercial space to both provide a new location for bus- 
I inesses displaced by redevelopment and generate revenue to reduce 
I the amount of subsidy that would be necessary ro keep their 
I housing affordable by low and moderate income families. 

j Lijnited equity cooperatives alone could be allowed to use ' 

commercial income to reduce r Tbcr charges without adverse tax i 
consequences (in much the sa ./ay exempt farmer cooperatives 

• receive special benefits undv Sv'jchapter T). This should apply ' 
jl to newly created liinited eq^iity cooperatives as well as to 

Ij existing ones . j 

! 

.DEFINITION OF LIMITED EQUITY HOUSING COOPERATIVE 

L«w5;^*.^^w^ refers to clauses (i) and (ii) of Section 143(k)- ' 
} (9)(D) of the Code to define the terra "limited equity cooper- ♦ 
•ative". There are some circumstances where a bona fide limited 
equity coop may not precisely meet this standard. nAHC would 
like the language changed to include these cooperatives. ' 

I thank you for the opportxinity to share with you the views 
,of the National Association^of Housing Cooperatives. We 
j appreciate the support and attention provided by this 

Subcommittee and its Chairman in addressing the critical needs of 
f housing cooperatives so tha- they may remain an affordable source • 

of owner occupied housing. 
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March 10- 1988 

We wish to further riarity and expand our suggestion 
regarding Insurance proceeds discussed in our previously 
submitted written testimony. The suggestion deals with insurance 
proceeds received on account of the destruction of assets 
integrally related to providing housing by the r.Oi;sir.g 
cooperative te.g. insurance prc^ceed.> received on account of the 
destruction of a boiler used to provide the cooperative with 
heat). 

Our suggestion is thit to the extent that such insurance 
proceeds are not considered contributions to capital and are 
included in income pursuant to other provisions of the Code such 
incoise should be classified as patronage/nenbersUip income. 
There are two reasons for .our suggestion. First, the gain 
realized upon the receipt of such insurance Procters would be 
deteriamed with reference to the adjusted basis of the asset that 
was destroyed. The adjustments to basis would have been 
depreciation deductions which would themselves have been treated 
as a patronage/ membership expense. It would be bcth illogical 
and unconscionable to change the characterization of the assets 
and their proceeds in nidstream. Here again the underlying 
concept is the use of the integrally intertwined test applied 
under Subchapter T to determine appropriate tax treatment. Cases 
under Subchapter-T have held that gam frcm the despcsition of 
assests integrally related to a cooperative's normal activities 
are to be considered patronage Jnembership) income. See e.g. 
Loms Bank for Cooperatives v. United States 80-2 USTC par. 
9509; Astoria Plvwood v. United States 1979-1 USTC par. 9197 



pi? ' 



258 



j^Oaum^R^NGEL. Mr. Rozet, chairman of the board, Associated 

STATEMENT OF A BRUCE ROZET, CHAIRMAN OP THE BOARD 

ASSOCIATED FINANCIAL CORP. 
Mr. Rozet. Thank you, Mr. Caiairman. 
fJifl^r^^^^ chairman of Associated Financial Corporation. 
^t.^^^°\^^^^^ oyer_50,000 low incomehouri^- 
units, most of which are under the HUD 236 and 221(dX3) nr^ 
^^sjhese units are located in over 35 States, and ^yiSjS- 
ly serve low income families. Many of these properti^ are ap- 
20-year point when the mortgages £e eUgSe 

v»2^f«'^^!^''°°' Pefljaps uniquely, has been dedicated for many 
r^-*°,S^f concept of preservation. We started in this praS 
PUSH'in^il^cf ° f H^formed task force funded by HUd'^ 
nS» JS?"^ °? Problem of low income housing 

Pi^i^«.Tf°?*^J^ church groups and community nonprofit! 
that were detenoratmg and going into foreclosure 

^ a result of the reports of that task force, HUD enacted a non- 
profit convemon program which utilized the Tax Code to brii« Si 
pnvate^v^ent to save Uterally thousands of nonprofit hS? 
umte^from beu^ lost to the housing stock. We partidpated in tS 
l ^^'/^^ that program saved ^ FHA insurance 

fund hundreds of millions of-doUars. msurance 
^^^i^*^ Carter administration. Congress enacted a flex subsi- 
dy program designed to preserve existing housing. We worked S 
•the admmis^ticn at that time to make that prlgraL sSSSve t5 
^e needs of low m<x)me housing projects, and wSstS^ mo(£ 
fymg the i)r^wn to bnng m private capital to supplement the 
flex subsidy fun^ available fix,m the Government. i& aSt of 
. program and the Tax Code, thousands of additional S of 
uZ were preserved and kept for low income fSiS- 

hes. More recently, the Government has begun to receive repay- 
ment of some of those flex subsidy loan fimds 

.•nrKt Vl'i^^f^"^*^.? preserving 3,000 units of low income hous- 
ing by utihzation of the recently enacted tax credit. Without the 
tax credit program, many of those units would have been converted 

dteteriorattoS ^ ""^^ °' 

m^lf °f Preservation is not solely the problem of prepay- 
w «f Ji?^ mortgages.. It is equally and perhaps more the prob- 
lem of detenorating housmg When we lose a housing unit thrS 
detenoration, that is a lost housing unit. If we lose it becaiie the 
ho^inT^t'''" ^"""^ °^ affordlbrnty of the StsTi^a iSt 
We just heard testimony in New York that 3,000 housing units 
iqnn""-1r Mi^hell-Lama program in bsi. ItZSd^l 
over $300 milhon to replace these units. It is our contention tSt 
preservation increases the stock of low income housin?SnS, aS 
It IS sh^r fiscal folly to buUd new housing while we are losSg e^ 
istmg affordable housmg at the same timl. That principle haf ap- 
peared m every form of housing legislation from the days of Sen£ 
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tor Taft. Yet we have not followed that principle to place preserva- 
tion ahead of new conversion. 

In a period of scarce resources, it is our position that the low 
income housing tax credits, as well as any other forms of limited 
resources, sHo{dd be highly targeted to first preserving what we 
have before we start on a course of building new housing at the 
cost of $100,000 or $125,000 a unit. 

When we are losing housing, we are decreasing the stock of low 
income housing. When drugs run rampant in subsidized housing 
projects, it is losing housing. When owners do not have money to 
throw out the drug trafBc in the District of Columbia, we are going 
to lose housing in the District of Columbia* 

Therefore, the problem we face is preservation, and we see that 
as the main problem. The provisions in H.R. 3663, I think, woidd 
go a long way to helping in this cause. The housing and tax l^isla- 
tion of 1968 and 1969, was probably the last time Congress passed a 
coordinated housing and tax program. Part of that program includ- 
ed a tax provision known as the 1039 provision. It anticipated this 
20-year prepayment problem we are facing today. Section 1039 pro- 
vides that owners are permitted to sell their units to the tenants as 
C0K)ps or to a tenant formed non-profit, and they would pay no tex 
if they reinvested the proceeds of that sals in another low income 
housing project. 

The reinvestment portion of section 1039 is no longer available 
as an option, but we do not see any reason why we should not 
follow through with what Congress intended in 1968 and 1969. The 
provisions of 3663, section 4, are essentially that solution. It allows 
existing owners to transfer the ownership of their property to 
tenant co-ops, to community nonprofit corporations, or perhaps to 
the State housing finance agencies without tax liability. 

Since 1972 1 have been directly involved in raising approximately 
a half a billion dollars of equity capital for low income housing 
from New York to California. I believe that if investors were given 
the option to have their projects transferred to State housing agen- 
cies or community non-profits, that an estimated half of the stock 
of 236's and 221(dX3ys projects would avail themselves of that 
option. 

I do not see how this preservation option can result in a loss of 
revenue to the Government during the next 5 years. The owners 
will not seU those properties unless they can raise the rent to 
market levels and displace the tenants. This would eventually cost 
the Government significant amounts to provide alternative housing 
for displaced tenants. Transferring the properties to other owners 
such as State agencies, who would then be in a better position to 
retain them as low-income housing, would not cost the Government 
money. Investors would avail themselves of that opportunity, par- 
ticularly if there is a sunset clause in this legislation. 

Any owner not approaching the 20-year points for, say, 5 to 6 
years who is given the opportunity in the next 2 or 3 years to make 
that choice, would be hard pressed not to elect the option to trans- 
fer ownership. It is that transfer of ownership that H.R. 3663 ac- 
compUshes, and I believe accomplishes very well for the benefit of 
public policy at very little cost. 
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fiSl ^® ^ comment very briefly on the tax credit program 
as It affects preservation. It requires approximately $4 of tSSt 
S,?f"^f ^^^"^ vereus $1 of tax c^t toTrSe 

what already exisfa. And that is not counting addition^ foWlf 
to bmld new units. We. &foSrt& tS^ 
CTedJt should be modified more for preserration purposes SthS 
than for new construction purposes. With lin. -ted rSw 
get, ^.s the Treasury said yesteitlay, more '^anTforttSck/' ^ 
serving hovsmg than we wiU trying to build^hoiS 
rJJT\^?T^ °^ recommendations La this 

^t^ch I have submitted for the record. Thank you, 

Chairman Rangel. Thank you. 
[The 3tatement of Mr. Rozet follows:] 
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Mr. Chairman, Members of the Committee. Ky name is Bruce 
Rozet. I am the Chairman of the Board and C.E.O. of Associated 
Financial Corporation. Tnank you for inviting me to address the 
problems of maintaining the stock of governmentally assisted low 
income housing and to discuss t^e role which the tax code should 
play in preserving that housing. 

PAST PRESERVATION PROGRAMS RELIED IH THE I&X CODE 



Let ae, first, qualify my testimony by briefly describing 
the role my Organization has played in relation to low income 
housing. For ovgr fifteen years,, we have attracted private 
capital to meet the needs of government assisted housing. Frosi 
1971'1975 we specialized in providing private equity capital for 
the development and rehabilitation of inner city housing - from^ 
the South Bronx and Harlem in New York to Watts and the 
Tenderloin in California. From 1975 until the present we have 
specialized in providing private capital to preserve existing 
housing on a nationwide basis. In 1975, I served on a HUD 
appointed special task force with Reverend Jesse Jackson to 
develop methods for obtaining private capital to assist existing 
non-profit housing projects that were deteriorating and facing 
foreclosure. We created the non-profit conversion program which 
saved thousands of low income housing units from foreclosure by 
providing millions of dollars of private capital for 
rehabilitation and debt service. In the process, the FHA 
insurance fund saved hundreds of millions of dollars. 

Provisions in the tax code combined with Congressional 
housing policy made this preservation effort possible. 
Concurrent with this effort, we recommended the modifying of 
regulations governing the Flexible Subsidy program to attract 
matching private capital, thereby permitting the appropriated 
funds to be leveraged to prtiserve more housing units. The tax 
code was vital to this process, in the late seventies* we 
assisted HUD in the expansion, redefinition and streamlining of 
the hud's Transfer of Physical Assets program, thereby attracting 
millions of dollars of new private capital to preserve thousands 
of additional low income housing units, restoring them to safe 
and sound physical and financial condition. Again, the tax code 
was a vital ingredient, in 1987, through the use of the newly 
created Low Income Housing Tax Credit program, we were able to 
provide millions of dollars to assist in the preservation of over 
3,000 low income housing units. Without the tax credit, much of 
this housing would have been lost due to deterioration or 
conversion to market use. The tax code was, and will continue tn 
be critical to this housing preservation. 

Since 1975, we have been one of the few private groups in 
the country totally concerned with the preservation of existing 
governmentally assisted low income housing. Today, we have the 
responsibility for overseeing approximately 350 housing projects 
consisting of 50,000 residential units in more that 35 states. 

Our experience of the past fifteen years convinces us that 
the preservation of existing low income housing should be the 
cornerstone of National Housing Policy, and that the tax code 
elements that support that Policy/ must be heavily oriented to 
preservation efforts. Good housing policy must be supported by 
good tax policy. 

The tax code has been a major factor in the development of 
most of the existing inventory of governmentally assisted housing 
for the past twenty years. Congress coordinated Housing and lax. 
Policy in legislation passed i7i 1968 and 1969 to stimulate the 
construction of the current housing stock. In 1968, the Congress 
and the Administration agreed on a national housing policy to 
significantly increase the supply of new and rehabilitated low 
and moderate income housing, and enacted the enabling which has 
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«S! ^S/.52^^^ housing policy for the past twenty years. 

The •68/«69 legislation was the last r,4jor effort at 
comprehensive, coordinated tax and housing legislation. 

^^1.. should play in housing policy can 

only be assessed by first defining housing objectives and then 
®u? Jj^"^ effectiveness of various nethods of meeting the 
objectives - be it loans, grants, subsidies and/or tax 
incentives. The existing housing stock, however, is inextricably 

i^Zw !) ? ? prograu aimed at the preservation 

of that housing oust rely, in part, on modifications in tax law 
to be effective. 

IHE IMPPRTAKgE 2E modificatiow mg 1039 provisions 

2E m laX CODE AS PROPOSE R Hifii. 3^63 

. Most existing govemmentally assisted housing is owned by 
private investors. They derive little or no current economic 
benefit from ownership of this property. Most of their ongoing 
tax benefits were legislatively cut short by the 1986 Tax Act, 
and cash flow from operations is insignificant. However, these 
owners have an overhanging tax liability based on the tax 
benefits they have enjoyed in the past. They would have to sell 
the property for approximately two and a half times their 
original investment just to recover their original investment and 
pay the tax due on the sale. 

Present owners are therefore confronted with two options. 
Retain the property without investing additional capital and hope 
the property will not deteriorate, or upgrade the property, raise 
the rents eventually to full market and/or convert to 
condominiums. In either case, the tenants, local communities and 
the Federal Government are the losers. Low income housing 
resources will be lost and the burden shifted to the Federal 
Government to replace the lost housing at four to five timos the 
cost of the existing stock. wi« 

In fact, during the last ten years, the country has lost 
much more low an moderate income housing through deterioration 
and marketizing than we have built. Preservation policies and 
incentives must therefore serve both to arrest the deterioration 
of existing housing as well as to discourage rental increases to 
full market level, or conversion to market housing. A succeisful 
preservation program will not only prevent wide spread 
displacement of low an moderate income tenants, but will re-Jult 
in an increase in tlie supply of affordable housing. 

owners, however, must be given adequate econotiic incentives 
to preserve housing for continued low income use. The incentives 
must be designed to encourage owners to either 1) repaii- and 
rehabilitate their properties and commit them for continued use 
as originally determined under the applicable government assisted 
programs, or 2) transfer the ownership of the properties to new 
owners who will agree to their preservation, or 3) convert to 
tenant ownership. 

H.R. 3663 is a soundly conceived first step in modifying 
provisions of the tax code to meet preservation objectives. 
Section 4 "Exclusion of Gain from Disposition of Use Restricted 
Qualified Low-Income Housing Project^ is an extension and 
modification of the intent of congress in the •68/ '69 housing and 
tax legislation. ^ 

The original legislation that created the incentives to 
attract priva'->e -capital to build this housing anticipated the 
problem of early prepr-inaent . That legislation created an exit 
program for some of the ow..:»*8 through Section 1039, whereby the 
owners could convey the property to a suitable non-profit or .pa 
tenant group and reinvest the proceeds in another project, 
thereby allowing the basis in the old property to carry over to 
the new. Unfortunately, such reinvestment opportunities are 
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virtually extinct so that option has become of questionable 
value. 

Reestablishing this Incentive Is one method for preserving 
some of the low Income housing stock that might otherwise. be lost 
In the next five to seven years. H.R. 3663 will provide a 
positive Incentive to existing owners of low Income housing 
projects to opt for selling them to new entitles committed to 
their maintenance as affordable housing. U 

\ . > 

From the point of view of many passive owners^ of HUD 
properties, the uncertainty of the overhanglng^tax liability Is 
cause enough to accept an opportunity to sell the^property to a 
new entity substantially below market value ** often for the mere 
assumption of the debt. The very passive, unlnvolved position of 
most Investors will move them to accept a know result and the 
elimination of pending future liability versus the uncertain 
result of being able to marketlze their property to sell at a 
profit. 

It Is reasonable to assume that almost half of the HUD 
pro:^ects owned by limited partnerships would accept this options, 
pari Icularly If the legislation carried a "sunset*^ provision of 
threes years from date of enactment. Project owners who have five 
or mc'**e years remaining on their low Income use restrictions 
would he sorely pressed to act now versus waiting for five or 
more years to determine market conditions favorable for 
Increasing rents and refinancing with relatively Insignificant 
current tax benefits. A significant segment of the HUD stock 
would move to new owning entitles of the type envisioned in H.R* 
3663. 

There should be no reduction in current tax revenue to the 
government, particularly in the next five years I Under present 
conditions existing owners of qualified projects will not sell 
their properties and incur a tax lizibillty. They will retain 
ownership of the properties and either allow them to deteriorate, 
or attempt to raise rents in anticipation of conversion to market 
rents or condominiums. In either case, the government will 
receive no additional revenue, but could lose as many as 500,000 
low income units from the national housing stock over the next 
ten years. The cost of replacing these units or otherwise 
subsidizing the affected families could eventually cost the 
government $25 billion. 

In fact, it could be suggested that the Treasury would gain 
revenue in the near term five year period since owners exercising 
the option of a revised Section 1039 sale would be foregoing 
additional passive losses which might be offsetting some of their 
passive income or accruing unuied passive income to eventually 
offset the taxable effect of a future more protxi:able sale. This 
proposed legislation should clearly have no negative budget 
effect. 

The proposed legislation recognizes several type of 
prospective qualified purchasers, each meeting cert-aln prescribed 
circumstances which might prevail in the housing Inventory as a 
whole. The overriding consideration must be a clear binding 
obligation to maintain the property for defined levels of low 
income housing use. A secondary qualifying element for effecting 
this type of transaction is movement in the direction of 
achieving ownership of the property by the tenants themselves. 
This objective was apparent as national housing policy in the 
1969 legislation, but is even more valid today. If, through a 
new defined national housing policy, we can enact the necessary 
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enabling legislation to bring about large scale ownership of 
housing by the tenants - with clear enforceable requireaents for 
continued Maintenance of the housing at affordable levels, we 
will have completed the logical social and economic cycle of 
placing control of the housing directly in the hands of those 
with the largest interest in its preservation. 

However, the direct step to tenant ownership may not be 
realisable today. Existing tenants, for the most part, are not 
organized and trained to assume the burdens of ownership. Many 
of the properties are older and need capital infusions for 
maintenance and upgrading, suitable financing mechanisms and 
enabling cooperative legislation, both local and national, need 
study and revision. By qualifying prospective buyers as private 
partnerships willing to provide the capital and management 
resources and/or community non-profit housing corporations with 
resources to meet property and tenant needs,, a transitional 
condition if created whereby we can facilitate the movement of 
property from the ownership by existing investors who are not 
committed to preservation for low income use, to new ownership 
with a clear mandate and obligation to preserve the property as 
affordable housing, phe new resources provided by these new, 
qualified owning entities will further assure property 
preservation. and move in the direction of tenant control. 

CQM&INEP FINAWCINC ^ 2^ incentive tools 

m PRESERVIK<? ENDAWGEREn PROJECTS 

Certainly, all owners will not elect to take advantage of a 
modified Section. 1039 provision. This will be particularly true 
of owners of property very favorably located in high median 
income areas where the prospect of eliminating the low income 
tenant restrictions and bringing the properties to market rents 
or converting to condominiums or cooperatives is a very real and 
present prospect. It may not be possible to intercept all of 
these flights from the inventory, but we night achieve an 
effective cou^roaise in at least many of these serious and 
volatile situations. 

The 1987 Housing Act recognizes the importance of low income 
housing preservation and in particular the threat of prepayment 
of projects reaching the.lr twentieth anniversary. Among other 
tools provided in that legislation is a modified form of insured 
second mortgage financing designed to enable owners to borrow 
funds for rehabilitation and recover a portion of their equity in 
return for 'committing to retain the property as low and moderate 
income housing. This financing program is ideally suited for 
properties that could be sold or marketed conventionally because 
of location and ripecial market conditions. This financing 
prograc could be significantly enhanced if it were administered 
by the State Housing Finance Agencies in conjunction with the use 
of tax free bonds. The resultant FHA insured financing would 
reduce the interest rate on the mortgage, reducing rents and 
risks and providing for closer local involvement and monitoring. 
The limited use of tax free financing by state Agencies for 
preservation purposes would be consistent with the adainisf^ition 
of the tax credit program and would bring additional resources to 
the preservation efforts. 

Most of these agencies are presently less active in 
financing new construction. By directing their attention to 
preservation, they could become an important and efficient source 
of assistance in increasing their state's supply of low incoms 
housing. By permitting states to issues tax free bonds outside 
of the volume cap and exempt from alternative minimum tax. 
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a most valuable financing tool would be available for housing 
presarvation. Combining state Housing Finance Agency capability 
and the limited use of tax free bonds for preservation purposes 
would facilitate rehabilitation, transfer of ownership to local 
non-profit groups and conversion to tenant ownership. The 
linited amounts of such financing would keep the revenue costs 
small, and would substantially increase preservation results. 

COMPARING Xii£ B£SI2I^ QL SELLm hX ttfimX VALUE 

VERSUS VTILIZINg PRQPQgEO INCENTIVES . TO 

PREgERVfi jm INCOME HOUSING 



To illustrate the effect of various incentives and options, 
I have taken a specific, real project facing the prospect of 
mortgage prepayment within one year. The project consists of 200 
units and is located in an affluent middle class community. The 
local government has recognized the importance of retaining this 
property as affordable low to moderate income housing for the 
community. The property currently has $2,000,000 221 D-3 
mortgage and was built in 1969. 

Option Xj. The owners have had offers to sell the property 
for $10,000,')00 to a buyer who intends paying off the HUO 
mortgage, imprcviri«/ the property and eventually converting to 
condominiums. 

This option would net the *>resent owners approximately 
$5,400,000 after payment of the HUO mortgage and their tax 
obligations. 

Option The owners might obtain an FHA 241 second 
mortgage consistent with the recent revision? in the 1987 Housing 
Act. This loan could be financed by the sale of tax free bonds 
with interest at 8%. The existing HUO mortgage and its 
regulatory agreement would remain intact. From the loan 
proceeds^ $1,000,000 is allocated to repairs and rehabilitation 
and $500,000 is retained as a working capital reserve. Rents are 
increased Jinnually to cover increased debt service but never 
could exceed 80% of area median income with tenants paying a 
maximum of 30( of their income in rent. The property is 
committed to this occupancy status for twenty years. 

The owners net approximately $5,250,000 under this option. 

Option it. The owners convert the property to a tenant owned 
Cooperative. The price is established based on tenant/buyer 
income averaging 70% of median income for the area with monthly 
costs to the tenants not to exceed 30% of their income. The HUO 
mortgage is assumed by the Cooperative and new secondary 
financing resulting from tax free bond sale proceeds is used to 
provide payments to sellers as well as $2,000,000 for repairs, 
upgrading and working capital. 

Assuming the owners paid taxes only on the cash received and 
were not taxed on their negative capital account pursuant to H.R. 
3663, the owners would net approximately $5,000,000 after tax. 

In summary, comparing the three options and recognising that 
this property is a prime example of one whose market value has 
risen dramatically, it is clear that the owners could readily be 
persuaded to adopt Options 2 or 3, which would servo to retain 
the property as low cost housing, as an equally viable 
alternative to marketizing. 

LOW INCOME CREDIT MODIFICATION 12 

FINANCE PRESERVATION OBJECTIVE 



The use of the new low income housing tax credit is a 
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valuablj tool for long tern housing preiarvatlon, but soma 
Important changes in orientation are needed. The t«jc cradit 
embodied in the 1986 legislation, ^ -^.^es higS? Hx clltit fix 
certain categories of new construct. . and penaliieJ acquisition 
Of existing housing and housing financed with certain tS 
advantaged or govemnent assisted financing, if presirvation is 
truly accepted as a national housing objective, then cone 
provisions of the tax credit program should be revise,!. After 
S?^?;S?^°5 operation, it is apparent that the tax credit 1. 
difficult to use for new construction without large amounts of 

subsidies or grants, thereby substantially 
increasing the cost to the government. In most cases, it 
5!SfJ!^f ? «l??»t^four times as much tax credit to produce one 
conventionally financed new housing unit as it reouired to 
preserve and moderately rehabilitate one existing unit. In 
J!5n!?«A YI can preserve almost four times the number of units of 
housing if we direct the tax credit to preservation. 

A number of important modification of the tax credit law 
could significantly enhance the preservation^.f fort! 

««44.-.^l increase the tax credit that can oe taken on existing 
units from 4% to 6%. Thim will Increase the ability of new 
buying entitles to acquire some of the better properties for 
preservation and/or make it possible to expand more on physical 
improvements. This higher tax credit could be coupled Slth a 
requirement that C;^ r'*'*ject be maintained as low Income for the 
balance of the life of the mo^t-Vge or a mlRlmSrortwenty JeJrS 
(rather than the fifteen years required under the 1986 
legislation) . 

2) Change the unit unit test for ;:enants at 60% of 
median Income to a threshold test of 60% of tio tenants at 60% of 
median to qualify all^of the units in the projoo^ as eligible for 
tax credits. This moa.rication will have a number benefits 
for preservation efforts. First, many of the existing' orojects 
that should be preserved have tenant Income units over a broader 
income range ~ perhaps 40% - 90% of area median incomes. 
secondly, a broader income range makes the total project more 
economically viable by permitting rents to be set on a variable 
schedule 80 that all tenants pay only 30% of their Income in 
rent. Third, requiring all units to be occupied by tenants at 

S5%«n«5?«^*2 ^n»^*HJ^ 5^*^ S?^ ^f*^^^ "^^^ cause displacement 
of tenants at 60% - 90% of median Income levels and in affect 
return us to repeating one of the mistakes of the past - 
concentrating all of the low Income families in the same 
projects. This works against sound preservation concepts which 
is enhanced by greater economic Integration. 

^tVi^ V?^Y® 5^? y®**^ requirement for low income tax 
credit if it is determined that it will serve preservation 
u-'^fS u °* ^^^^ provides for this waiver but it 

should be coupled with a conmitnent for longer term low Income 
use - the balance of the mortgage or a minimum of twenty years. 
This commitment should take the form of a legally binding 
penaity^^ «9^eonent, not merely a recapture of tax benefits plus 

4) Permit a waiver of any recapture of tax credit benefits 
for owners who cause the property to be converted to tenant 
ownership under an appropriate government approved conversion 
plan assuring its continued low to moderate income status, such 
a plan should involve adequate funding by the owners prior to 
conversion to assist the tenants in the forpui'-.ion of a suitable 
type of cooperative owning entity, training of the tenants in 
responsibilities *nd obligations of ownershjlp, and sufficient 
working capital to meet initial needs of tho new tenant owners. 

5) over the next several years a number of low income 
projects wiil require new capital for repairs and rehabilitation 
to permit the projects to continue to meet low income housing .pa 
needs. Existing investors may hk unwilling or unable to 
contribute the necessary capital. Their only options would be to 
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sell the property to new ovnere requiring extensive utilization 

purcSase b? a buyer or allow the 
property to deteriorate and be loit fron the housing stock, 

^h. /^«fifi?;4''" ^'^^ »*de peraittina 

tne partnerehip to adnit new investors who wn eupply the 
capital needed for rehabilitation, and who, in turn, will be 

''^^ ®5 ^L^**^ credite applicable to the rehabilltatir . 
«!2 JJi effect, the existing partnerehip continuee to 

^^4^5? PJ^2P*^^^5 "«wly adnitted investors provide the needed 
capital and receive the attendant tax credit benefit, and the 
property le rehabilitf^ted at at leeser total tax credit cost tc 

^55^}^ l!*^ ^? ow*^* («ho would 

be entitled to additional tax credits on the building 
acquieitlon) , ^ 

Section 42 providee no guidance as to whether the low incone 
housing credit may be specially allocated to those partners who 
funded the expenditures giving rise to the credit. Under the 
section 704(b) regulatione, it appeare that the credit oust be 
allocated on a basis consistent with the allocation of the 
partnership s depreciation deductions. Regulations should penait 
a partnership, at its election, to allocate credite on a basis 
that is reasonably related to the funding of the expenditures 
which gave rise to the credit, 

C0WCLU5IOW 

In conclusion, our ability to preserve our existing 
goyernaentally assisted housing stock will be critically iBoaired 
unless congress provides a coordinated program of Housing and Tax 
legieiation designed to aeet preservation objectivee, H,R, 3663 
is one excellent step in that direction. We urge consideration 
of the other programs proposed to assure the nation against the 
loss at this irreplaceable housing inventory. 
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Chairman F/^ngel. iTiank you, Mr. Rozet. 
Mr. Zigas. 

STATEMENT OP BARRY ZIGAS, PRESIDENT, NATIONAL LOW 
INCOME HOUSING COAMTION 

Mr. Zigas. Mr. Chairman> thank you very much for the opportu- 
nity to testify today. I appreciate the interest you and the full com- 
mittee have shown in the progress of the tax credit and the use of 
tax policy for preserving existing housing. 

My name is. Bexry !^igas. I'm president of the National Low 
Income Housing Coalition, a national nonprofit organization based 
here in Washington, representing the interests of low-income hous- 
ing, consumers and nonprofit developers and owners of housing. 

I'd like to cover briefly three points that are more extensively 
discussed in my written statement. 

First, the extent of the low-income housing crisis which leads us 
to have legislation to try to address these needs. 

Second, some specific comments on H.R. 3663; and, finally, some 
comments on the need for continiiing refinement and development 
of the low-income housing tax credit passed here in 1986. 

First; I think it's important ^-o emphasize over an^ over again 
how fundamental a crisis lew-income people facp m finding and 
maintaining affordable housing. 

In 1983, the Census Bureau estimated there were 8.5 million 
renter households whose incomes were below $7,000 a year, over 
half of whom paid more than half their income for rent. 

Since 1974, according to new figures developed by the Joint 
Center for Housing at Harvard, real rents in assisted housing and 
r^ar housing, using 1986 dollars rose by 14 percent, while in- 
comes among single female-headed households, for Instance, de- 
clined by 35 percent. 

These same declines, particularly among lower income house- 
holds are evident across the board. The result of these trends is a 
terrible crunch between poor people's ability to pay for housing 
and tne actual cost of housing in the marketplace. And this prob- 
lem is likely to be exacerbated if Congress does not act to prevent 
the potential loss of thousands of units of currency HUD assist^ 
housing that is owned in the private sector. 

My testimony reviews some of the figures that have been provid- 
ed by GAO and C30. I think it's important simply to point out 
that the Congressional Budget Office has estimated that over 
300,000 units of currently assisted housing will become eligible to 
prepay their mortgages, as Mr. Rozet and other witnesses have ex- 
plained. .And if they choose to do so, it will be in order to change 
the use of the property and will lead to the displacement of low 
and moderate income people. 

If we're concerned about the homeless crisis we face today, I 
would suggest that failure to act to prevent this displacement will 
only lead to a much more acute homeless crisis in those jurisdic- 
tions least able to provide alternative housing. 

Specifically are Xixy concerns relating to H.R. 3663. I commend 
you and Mr. Frank for introducing this legislation for moving for- 
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ward an agenda to use the code to try to preserve the existing 
supply of housing. 

1 nave a few specific concerns I would like to share with you. 

First, I agree with the testimony from the GAO this morning. I 
believe the proposed characteristics which would identify so-called 
q[ualified low-income properties are far too broad. If my interpreta- 
tion of the requirement is correct, the committee must act to 
target these suteidies much more tightly. 

Requiring simply that 20 percent of the tenants, is actually the 
way the l^islation reads, be subject to some form of rent restric- 
tion or income restriction, really allows an enormous amoimt of po* 
tential abuse in the use of this measure. And I would urge this 
committee to fociis this measure on property which predominantly 
serves low and moderate income people. 

Also, just a technical matter, when you refer to 20 pera ht of the 
tenants as opposed to 20 percent of the units, it leaves sdxne ques- 
tion as to exactly what the intent is. But whatever the imit you use 
only requiring 20 percent to be restricted in some imdefined way is 
entirely too little direction. ^ 

I beheye the law should include, an absolute preference for trans- 
fers to nonprofits and tenant organizations, for them not simply to 
be treated as an equal with a for-profit entities which choose to buy 
the property. But that there would have to be an effort made, first 
and foremost, to transfer these properties into the nonprofit or 
public sectors so that we don't come back here in another 15 years 
and have the same discussion about what to do the next time the 
owners are faced with an 6pi)ortunity to prepay. 

There are some other specific recommendfations — I don't want to 
exceed my time here — that are outlined specifically in my testimo- 
ny. 

One final thing I would highlight is the legislation that youVe " 
proposed focus^ entirely on incentives to owners, to induce certain 
kinds of behavior. And the same is true of title 11 of the T J7 Hous- 
ing Act, which also addressed this issue. 

I would urge this committee to seriously consider the need to 
enact certain disincentives for s-^e out of low-income use as well. 
One possible way to do this would be to impose some form of a 
windfall profit tax on owners who do not choose to take advantage 
of incentives but, instead, sell their properties out froin under the 
assisted inventory. This would serve two purposes, one of which 
would be to discourage owners from taking this step by discounting 
the ultimate value to them of the property c^nce it's sold. 

The second is that it would provide HUx) a source of revenue 
with which they could continue to subsidize and improve those 
housing.units which remain in the stock. 

HUD has been asked repeatedly over the last 20 years in these 
projocts to move forward every time owners faced problems they 
could not overcome and still serve low-income people, and HUD 
and Congress have generously increased subsidies to these project 
where necessary. 

The Government, should not just be a foul weather friend, but 
where it's made these investments has a right and a responsibility, 
I believe, to seek some portion of whatever benefits might accrue 
for a sale out of on assisted stock. 
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Finally, a few brief comments on the low-income housing tax 
credit. We are very pleased and proud that Congi-ess enacted this 
credit. We were very integrally involved with its development. 

We think that the credit's history in this last year has proven 
that it can be made to, work, but there are several important 
changes that must be made iii order to make it work well. 

First, we support the passage of the technical corrections which 
vour C9mnuttee did approve last year, and which got lost in the 
last nunute Reconciliation Act. We think it's very important to 
pass those technical corrections as. soon as possible. 

Second, we believe it's important to address the questions that 
your legislation rais^^ about the 10 year placed in service rule. And 
this is particularly true for HUD foreclosed properties that are now 
in the HUD inventory. It is our understancfing that Treasury's in- 
terpretation of the 10 year rule is not L^ing used to restart the 
clock after HUD forecloses on a property, in other words, to 
cleanse it of prior transfers, and may disqualUy properties that 
HUD IS trymg to sell out of its inventory on the basis that someone 
else had placed it in service less than 10 years before. Now, this is 
a tremendous obstacle to the transfer of these HUD properties 
back into the private sector where they can continue to serve low- 
income people. 

We would like to urge you to consider making the tax credit re- 
fundable. One^ of the obstacles nonprofit organizations repeatedly 
raise with us is that they are reluctant to participate in the credit 
because it requires them to transfer ownership interest in their 
properties to for-profit investors, whose interest at the end of the 
compliance period may not be the same as that of the nonprofit 
sponsor. 

We could eliminate this problem in a hurry by making the credit 
refundable and allowing nonprofit organizations to take dkect ad- 
vantage of it An alternative would be to allow the credit to be 
transferrable, agaiii to just eliminate the requirement to transfer 
ap ownership iiitere^jt which creates these conflicts at the end of 
the period by requiring ownership to be transferr^. 

i'inally, we should, at the very minimum, prudde in the legisla- 
tion a means, by which investors and sponsors of these properties 
can agree at the front end on a disposition of the property into the 
nonprofit or soc'al housing sector as a condition of entering into 
the agreement. This would enable investors and sponsors to agree 
at the front end without having to worry at the end of 15 years 
what happens to the property. 

I've suggested these in vnat I think are a declining order of ide- 
ality for me. But any of them would help. 

A final limitation— I know Tm over my time, FU make one more 
point— that I think it's critical that this committee address is the 
current reasoning that I understand Treasury is taking with re- 
spect to whether tax credit properties can be developed for use by 
disabled tenants or the homeless, to take two examples of special 
populations.^ 

As you know, the conference report and the blue book discussed 
the intent for tax credits to be available to the general public. And 
it's our understanding that this is being used by Treasury to justify 
not allowing credits to be used in properties which are designed 
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specifically to provide housing for disabled people or for the home- 
less, innsmuch as they're saying, well, that's not the general public. 
That's clearly not the intent of the Congress. You permitted SRO 
units to I>e (Ulowed. I think it's important for this committee and 
the Congi^ to emphasize that as long as practices in renting are 
nondiscriminatory and do not restrict to certain groups, that build- 
ing housing for special populations is an entirely appropriate use 
for the credit as long as the populations meet the low-income re- 
quirements. 

Thank you for the opportunity to testify, and IH be happy to 
answer any questions you may have. 
[The statement of Mr. Zigas follows:] 
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STATEMENT OF BARRY 2IGAS, PRESIDENT, NATIONAL LOW INCOME 
HOUSING C0ALI170N 

Jt^ Oiairnan, distinguished jaenbers of the Subconaittee, ny nane 
^^Fy 2igas. I an President of the National Low incone Housing 
.S? i ' -5 nonprofit, nonpartisan nenbership organization 

which provides advocacy services for improved and adequate federal 
assistance to end the low income hour.ing crisis. i appreciate the 
jpportunxty to appear before you today to share our views on the low 
income housing tax credit and on H.R. 3663, which would provide 
additional.tax incentives designed to arsist in the preservation of 
existing HUD-assisted housing. ^ 

I would like to cover several areas in ny prepared remarks this 
morning. First, l would like to review the facts concerning the 3ow 
income housing crisis and especially the threat of displacement and 
homelessness caused by potential .prepayments by current owners of 
projects with federally assisted mortgages. Second, i would like to 
address the specifics of H.R. 3663, as requested in your invitation to 
testiry today, and nake some suggestions for improvements which I hope 
the comittee will consider. Finally, I would like to nake some 
oDservations and comaents on the overall effectiveness of the low 
income housing tax credit, and include brief recommendations for 
changes in that program to enhance its usefulness. 

THE LOW INCOME HOUSING CRT^J ^ 

Low income people face an unprecedented housing crisis. A 
principal cause of homelessness is the severe lack of affordable 
housing for lov income families. 

iitt J^®^19S3 Annual Housing Survey conducted by the Census Bureau for 
HUD found that 8.4 million renter households earned less than $7,000, 
««« ^^^^ ^° percent of the renter median income of 

$12,900. Over half of these households paid more than 60 percent of 
their income for rent. 

' Among renters with incomes below $3,000 per year, the shortage of 
affordable housing is even more acute. A total of 86 percent of these 
2.2 million households paid nore than CO percent of their income for 
rent in 1983. 

There are the very lowest income tenants in America. Vet they nre 
paying the highest rent burdens of any income group, either among 
owners or renters. And since 1970, their plight has worsened. 

America has experienced an unprecedented loss of affordable 
housing stock during the decade of the 1970's. In 1970, there were 
almost 15 million housing units affordable to a household earninq 
$5,000 or less a year. By 1980 this number had dwindled to less than 3 
million. The number of renter households with incomes of $5,000 or 
less also shrank during this period, but only to about 6 million 
leaving half as many units as families. 

In the last five years, this loss of affordable housing in the 
private sector has been coupled with a nearly 60 percent reduction in 
federal housing assistance funds. Moreover, almost the entire focus of 
federal housing assistance is now placed on subsidizing rents in 
existing housing. There are virtually no funds for the production or 
rehabilitation of affordable rental housing. This is the principal 
reason why the tax-based incentives for production and preservation 
remain so important. 

The Prep ayment Threat 

Based on information gathered by the General Accounting office 
(GAO) and the CBO, thousands of low income families are at risk of 
becoming homeless because of privately owned housing disappearinq frca 
the federally assisted inventory: 

* As of April, 1986, 6.664 HUD-assisted units assisted under 
the Section 221(d)(3) insurance program were eligible for 
prepayment of their mortgages. 
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By the end of 1987, another 3,796 units will becone ripe for 
unrestricted mortgage prepayments. 

In 1987 alone, Section 8 rental subsidy contracts covering 
76.419 housing units will expire. Owners of these units have 
the right to renew their contract for an additional five 
years, or to cancel their participation in the section 8 
program and rent the units at market rates without government 
assistance. 

Between 1985 and 1986, Section 8 rental subsidy con', racts for 
^S'B75 units expired, and owners were offered the opportunity 
to either renew or opt out of the prograun. 

In 1988, an additional 150.488 section 8 units could be lost 
to the affordable housing supply if the owners do not elect 
to renew. 

Altogether, bet^weftn 1985 and 1988. 272. 7ft2 nn^ts of 
housing assisted under the section 8 procrraa alone 

MY — bfi IfiSt bega<?gg of potential eontyact 

cancellations bv private owners. 



In contrast, the entire HUD FV88 budget will provide only 77,000 
additional units of low income housing assistance. Again, nearly all 
of these new subsidies will be provided for e:cisting housing units in 
for which tenants will receive either vouchers or section 8 
Certificates. 

The Hopelessness Threat 

If these displacements take place, the tenants will have few 
options. The median income of all tenants in public housing and 
Section 8 units was just over $6,000 per year in 1983, according to the 
U.S. Census Bureau. This was about one-third of the national m» dian 
household income in the same year. 

These households are among the "privileged few" very low income 
renter households by dint of their part; .;ipation in the federal 
assistance programs. Section 8 and public housing tenants pay no more 
than 30 percent of their adjusted income. Tenants in privately- owned 
housing subsidized through the National Housing Act programs (Sec. 
221(d)(3), sec. 236) pay rents which are reduced to reflect the owner's 
lower interest rate, and rents in these properties are regulated by 
HUD. 

In the general rental market, at least half the renter families 
with incomes at this level pay more than half their income for rent. 

Per increasing numbers of families, the consequence of these dry 
statistics is homelessness. Faced with intolerable rent burdens, 
families increasingly find themselves "falling out" of the housing 
market altogether. Overcrowding among low income renters sharing 
inadequate housing contributes to an even larger and largely 
undcciunented problem of "hidden homelessness". 

Invaluable Rtec^k 

Although federal housing assistance programs hav*i often been 
derided as failures, the fact is tliat they have succeeded to a 
remarkable degree in providing a supply of housing which is affordable 
to very low income households. More importantly,, they are 

increasingly the snXy supply of houring which is affordable to these 
households* 

According to research carried out by Cushing N. Dolbeare for the* 
National Low Income Housing Coalition, federally assisted housing 
accounts for 67 percent of all units renting for less than $100 per 
month; 44 percent of all units renting between $100 and $149 per month; 
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and 21 percent of all units renting for between $150 and $199 per 
zaonth. An affordable rent at 30 percent of gross income for a feanily 
earning $8,000 per year is $200. For a family earning $7,000 per year, 
the affordable rent is only $175 per month. There are over 8 million 
renter households with incomes below $7,000 per year, and the Joint 
Center for Housing at Harvard University recently estimated that there 
are nearly 12 million renter households with annual incomes below 
$10,000. 

Federally-assisted housing thus represents a very large share of 
the housing which very low income households can afford. 

As noted earlier, however, hundreds of thousands of units ol 
federally assisted housing which is privately owned may be lost flea 
this inventory if action is not taken quickly. Among the ror.gh.y 
600,000 units assisted under Section 236 and Section 221(d) (3>, the 
Congressional Budget office estimates that' nearly one-half vill be 
eligible to prepay their mortgages without prior HUD approval and 
change the use of ttie properties as a result* 

Yet these properties provide affordable housing to low and 
moderate income tenants at an average federal subsidy of $1,185 per 
year. The cost of replacing these units is nearly incalculable. Even 
if the tenants are given vouchers or Section 8 Housing Certificates, 
the likely cost to the federal government will rise to over $5,000 per 
year, according to HUL's latest budget estimates. Moreover, in those 
markets where prepayments are aost likely to occur, tenants are least 
likely to be 2ible to find housing in which they can take advantage of 
income based subsidies like section 8. The supply of housing is too 
tight, and affordable units too scarce. It is this high demand for low 
supply which is luring owners out of the federal assistance progr as in 
the first place. 

Congress has already enacted Title II of the Housing and Community 
Development Act of 1987, signed by President Reagan on February 5, 
which provides direct relief to prevent the loss of these units. This 
new title prevents owners from prepaying their mortgages without prior 
HUD approval. It authorizes HUD to offer owners new incentives to 
increase their returns from existing subsidized properties in return 
for owners' agreement to maintain the low income restrictions on th-^ 
property for the remaining life of the mortgage. These new 
restrictions are good, although limited. Most importantly, they will 
expire at the end of 1989, and Congress will have to revisit this issue 
again early next yj'-ar. 

The provisions in H.R. 3663 are a commendable effort to provide 
tax-based relief to encourage owners to continue the low income use 
restrictions which are on the property by stimulating sales to either 
nonprofits, tenar/w organizations, or other profit-motivated buyers who 
willagred to maintain the restrictions. These provisions are not new. 
Similar provisions were enacted at the beginning of the mortgage 
subsidy programs which are now jeopardized. They were designed to 
encourage the same sorts of transfers under the old programs, with the 
requirement that proceeds would be used to develop additional units of 
housing assisted under the same or similar programs. Today, of course, 
there are no similar programs. The changes proposed in this 
legislation recognize this change in circumstance, and offer similar 
relief in this new environment. 

I would recommend some changes to the proposals which I believe 
will improve them. 

1. The proposed characteris'cics which would identify "qualified low 
income properties" are far too broad. If ny interpretation of the 
.proposed requirements is correct, the Committee must act to target 
the proposed tax-based subsidies much more tightly. 

The current proposal would appear to qualify properties in 
which at least 20 percent of the units are subject to rent or 
income restrictions. This would qualify thousands of properties 
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which were financed under the inadequate targeting requirements of 
the pre-1986 tax Code for tax-exempt bonds. If I read the 
proposal correctly, owners would receive forgiveness of their 
capital gains lijOsilities for the entire property, 80 percent of 
which might well be rented to higher i'lcome tenants ^t oarket 
rents, simply on the basis of the 20 percent of the units which 
provide some af fordability. This is much too generous an 
interpretation. It is important to recall that prior to 1986, 
investors in rental housing received very generous depreciation 
benefits. Some adventurous investors and their counsels even 
qualified properties with only 20 percent of the units set aside 
for low income tenants for the most favorable, 15-year 
depreciation benefits made available under ERTA. Allowing these 
nev tax subsidies in return for only some continued restrictions 
on such a small percentage of the units is not defensible. 

This section does not specify what sorts of restrictions must 
apply to the units or tenants in order to qualify for the relief. 
Would a restriction that limited occupancy to tenants with incomes 
below 150 percent of area median qualify? Would 80 percent of 
median? -Would' a rent ceiling of 50 percent of 100 percent of area 
median income qualify the project for favorable treatment? Would 
New York City's rent control laws qualify all the units in 
properties located there? I believe the intent of the drafters 
was to require that relief be offered to stimulate the sale of 
properties which were principally serving low and moderate income 
tenants. The current language does not go far enough in defining 
who these tenants are or what conditions the new owners must 
preserve. 

Another concern with the current language is the requirement 
that owners need only demonstrate that they have owned the 
property for the last 5 years. I assume this is designed to 
qualify owners who purchased properties and received ERTA benefits 
and are now facing a phase-out of passive loss benefits because of 
the 1986 Tax Act. This may be too lenient a standard on which to 
base a new tax subsidy. 

Finally, the same sections actually state that restrictions 
need. only apply to "at least 20 percent of the tenants " (emphasis 
added) . Whatever the intent, this could be read to mean that less 
than 20 percent of the units need to be covered by restrictions, 
iZ the units in question happen tc include 20 percent of the 
i~")i vidua 1 tenants in the property. This section needs to be 
c -ified. 

New tax incentives should be made available first and 
foremost to stimulate the preservation of housing projects which 
principally serve low incciae people. There may be a justification 
for offering capital gains relief on a ."lortion of the disposition 
if only a portion of the units are actually restricted or serving 
low income persons. The current requirements for tnis treatment 
under Section 1039 specifically enumerate the federal housing 
assistance programs which qualify for the intended relief. 
Although some counsels have qualified properties assisted through 
tax-exempt financing for treatment which was intended to be 
reserved for such enumerated properties, the Coriinittee need not 
leave this loophole open when offering new incentives. 

The law should provide an absolute preference for tr'Jisfers to 
either nonprofit organizations or tenant cooperatives. 

As currently written, H.R. 3663 treat*; all potential buyers 
equally, if they are p*''"3ared to retain the low income use 
restrictions. This accc . .shes one goal, which is the short-term 
preservation of the un'^ -. But does not address another '^oal, 
which I believe should given equal weight, and that is the goal 
of removing these units as much as possible from the speculative 
real estate market. We are currently grappling with the potential 
loss of hundreds of thousands of low income housing units because 
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owners are free to take advantage of speculative increases in 
their value. If we provide new incentives to maintain use for 
some limited period of time under „ a new profit motivated 
ownership, then we are only putting off a new day of reckoning. 
Jn 15 years, or 20 years, or whenever, we are going to be Jback in 
this hearing room, discussing what we can do to prevent the next 
generation of owners frcm removing the units from the affordable 
hous-ing stock when the restrictions you enact in H.R. 3663 
expire . 

The bill should be amended to require that in order to 
transfer the property to a profit motivated buyer, a seller must 
certify that he has offered the project for sale first to 
qualified nonprofits and/or the tenants of the building, and no 
suitable purchaser has been found. The provisions of Title II of 
the HCD Act of 1987 governing prepayment of loans made by the 
Fanners Home Administration Section 515 program include similar 
language requiring that owners first offer the properties for sale 
to nonprofits. I urge the Committee to adopt a variation of this 
language to insure that the tax incentives proposed in this bill 
are made available first and foremost to facilitate the transfer 
of properties into a nonprofit, social hous^ing sector which will 
insure their availability for low income people in perpatuity. 

Where for-profit owners buy the properties and sellers take 
advantage of these new incentives, the buyers should be required 
to guarantee low income use in pe^rpetuity. 

Even when sales are made to profit motivated buyers using 
these tax incentives, guarantees should be required that the 
properties* low income use will be preserved beyond the remaining 
tern of the mortgage. otherwise, the bill has the undesired 
potential of creating a wave of property transfers that will cost 
the Treasury money and only postpone the crisis, not resolve it. 
The costs of this bill to the federal government are n'igligible 
when compared to the costs of displacement and homelessness among 
the current low and very low income tenants. But these 
expenditures should be designed first and foremost tc guarantee 
that the units remain affordable to low income people. 

5nicre transfers are carried out under these proposals, there must 
be requirements that the sales price really reflect the reduced 
exit ta:ces which will have to be paid by investors, and that the 
subsidy is being passed along to the buyer and tenants, not solely 
to the seller and his or her investors. 

The requirement that profit motive ted buyers guarantee that they 
will contribute sufficient capital to repair and restore the 
project to sound financial and physical condition should be 
extended. Nhere profit motivated sellers are offering the 
property to nonprofit buyers or tenants, the Comaittee should 
consider applying ^ similar requirement on the seller. 

The relatively free availability of the proposed new tax 
incentives in this bill could stimulate sOiZ-i owners to offer their 
neglected properties to nonprofits or tenants at so-called 
"bargain sales.** The inccn**.ives could ofler sellers a way out of 
properties, which they have failed to adequately maintain, without 
requiring that the transler be based on some warranf-.v of 
habitability or soundness. It is possible to envision a sct^nario 
where an owner could demand tenants organize to buy the building, 
or face the possibility of displacement through sale or 
foreclosure through an owner default. Tenants might end up 
acquiring a property needing large amounts oi: modernization or 
repair, without having the capital to carry it out. This is 
particularly true given the inadequate definitions of a qualified 
property, as noted in section 1 above. 

If the bill's objective is to stimulate the transfer of 
properties and maintain their low income use, the Connittee should 
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include requirements governing the condition of the buildings on 
transfer, it is hard to understand why the requirement to assure 
that physical and financial problems will be resolved applies only 
to profit motivated buyers in the bill. 

On a final note, I urge the Committee to consider balancing out 
this proposed legislation with disincentives which would apply to 
owners who sell their properties without restrictions for continued low 
income use. Such disincentives would serve two purpo. >s: to 
discourage owners from taking advantage of the opportunity to sell or 
convert federally subsidized properties by in effect discounting. thuxr 
sale value, and returning to the Treasury some portion of the profits 
which will be made when such sales' cannot be stopped to provide funding 
to preserve the remaining stock. 

The Committee should actively consider a windfall profits tax on 
properties on which HUD-assisted mortgages are prepaid through sale or 
refinancing. Such a tax need not be confiscatory to deter some owners 
from selling. But for many of these projects, financial success for 20 
years has hinged on a continuing flow of federal funds, if owners now 
wish to take advantage of a fortuitous change in the market, the 
government has a right to seek a share of the profits. 

This is as fair as the demands which owners make that the federal 
government protect them from other market forces which are less 
felicitous. For example. Congress has enacted the Flexible Subsidy 
Iirogram to provide additional subsidies to maintain the economic 
viability of insured and subsidized projects. it has also made 
available extensive Section 8 assistance to bolster such projects and 
insure their continued availability to very low income tenants while 
providing owners a reasonable return. This is the right thing to do. 
But the government should not be only a "foul weather friend." Where 
owners choose to remove housing from its social mission in order to 
maximize return on their investment, the government has the right and 
responsibility to tax a portion of the resulting gain in order to 
assist in preserving the units that cannot or choose not to take 
advantage of a changed market situation. 

LQWLJCNCOME HOUSJKG . TAX CREDIT 

Hr. Chairman, I would like to conclude with some comments on the 
low income housing tax credit. The National Low income Housing 
Coalition first proposed such a credit in testimony before this 
Committee in X985. We're pleased and proud that Congress enacted it. 
We're grateful for your support of the credit and the Committee's 
interest in overseeing its administration. 

The tax credit for low income ho^. ng was enacted to replace other 
incentives which were abolished in the 1986 Act. At the time of its 
initial consideration, we and others who worked with the House and 
Senate on the credit's creation emphasized that without other 
subsidies, projects could not meet the credit's strict targeting 
requirements. We vigorously supported those increased targeting 
requirements, because we believe that the government should limit 
subsidies for development to projects which serve a clear national 
purpose. The development and preservatirn of low income housing is 
such a purpose. The low income housing tax credit was designed to 
stimulate investment in properties that would not be able to compete 
for capital otherwise. 

The record of the last year has borne out our early predictions. 
Tax credit projects saD be carried out. But they cannot successfully 
meet the targeting requirements of the program without other subsidies. 



These subsidies can nome from a variety of sources — federal 
programs such as the Farmers Home Administration Section- 515 loan 
program, % BG grants, state and lo'^al government assistance programs, 
and philanthropic contributions. But whatever the source, all of these 
subsidies serve the same purpose: to close the gap between the costs 
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of producing or rehabilitating rental housing for very low income 
people and the rents which those households can afford to pay. The 
Committee must recognize that the development and preservation of 
affordable housing for very low income people requires large subsidies 
on a long-term, ongoing basis. 

The credit is far from perfect. The Committee yesterday heard 
several witnesses call for changes, many of which were included in the 
Technical Corrections bill adopted last year but dropped late in the 
session. We support passage of these changes. They are absolutely 
necessary if the credit is to reach its full potential. 

10 Year Placed in Service Rule 

In particular, there is an urgent need to clarify the provisions 
under which projects can receive a waiver from the rule prohibiting the 
acquisition credit for properties last placed in service less than lo 
years before acquisition for credit purposes. The legislation should 
be amended to clarify that if a project is foreclosed by HUD or another 
public agency, it is automatically cleansed of any taint caused by the 
10 year rule. Alternatively, the law could be changed to simply exempt 
such properties from the rule altogether, which wouIq be an easier and 
less cumbersome solution. 

This is particularly important for HUD-foreclosed properties, 
which may have changed hands once or several times in the years 
immediately preceding foreclosure as HUD tried to work with different 
owners to save the project. The law should, make it absolutely clear 
that such transfers prior to a foreclosure do not come under the 
coverage of the 10 year rule. A foreclosure should "restart the clock" 
for th" project. This is essential because if properties cannot be 
transferred out of HUD ownership using the credit, they will languish 
in the HUD inventory, costing the taxpayers money and jeopardizing the 
continued maintenance and liveability of the units. 

HUD does not have a good track record as a manager jf foreclosed 
properties. Congress should be promoting policies to encourage the 
recycling of these projects with continued low income use restrictions. 
Allowing the use of the credit for acquisition purposes, regardless of 
the transfer history prior to foreclosure is essential to do this. 

This section of the law should also be changed to permit a waiver 
when necessary to help avert a mortgage prepayment and to preserve a 
property's low income use restrictions. This is very important in the 
HUD-assisted stock I described earlier in my testimony. Where owners 
are weighing the possibility of a sale or refinancing which would 
result in prepayment of the mortgage, the possibility of selling to new 
owners who would receive full tax credit benefits in return for 
maintaining the low income use restrictions could make the difference 
in preserving the housing. The cost of adding this waiver condition 
would be negligible, while the loss of tho. housing would be 
irrepl&ceable. 

Refundabilitv 

The Committee should ^ seriously consider making the credit 
> fundable. Many nonprofit organizations are reluctant to take 
-jvantage of the t&x credit because they cannot use it without giving 
up ownership of the property. Refundability was part of our original 
proposal to the Congress in 1985. It would offer the possibility of 
financing hous* ig which would start out and end up in the nonprofit or 
social housing sector, free of the expiring use concerns which are now 
preoccupying us. 

The truth is that the tax credit is sowing the & ^ds of another 
prepayment disaster in 15 years. Once the compliance per od for 
credit has expired, conflicts will inevitably arise between the profit 
motivated owners of the property, , who acquired their interest 
principally for tax benefits in the first place, and residents and/or 
nonprofit sponsors, who will want to maintain the low income use 
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indefinitely. This need not be so. I urge the Conunittee to amend the 
credit program to avoid this result. 

Disposition After gompliance Period 

The tax credits require that use restrictions remain in place for 
15 years. While this provides substantially greater low income use 
than previous tax subsidies, there is no question that in 15 years many 
properties will be '^acing the same catastrophe now confronting the 
Section 236 and 221iu) (3) stock: conversion to non*'low income use 
because of sale or refinancing at the end of the compliance period* 

Congress should act now and consider ways in which to insure that 
tax credit housing can be transferred ir/cb socisl or nonprofit 
ownership at the end of the compliance period through agreements 
reached now between sponsors and investors* If sponsors are forced to 
wait until the end of the period to negoti&te such transfers, they may 
be overtaken by economic and market trends which overwhelm whatever 
good intentions investors had in 1988* The law should explicitly bless 
front-end agreements in which investors* interests are donated to a 
nonprofit spoi\sur at the end of the compliance period* This is a poor 
second tc naXing the credit refundable, and eliminating this entire 
transaction, but it would be better than the current law* The 
Committee sho^ld also changi^ current law to enable corporations to 
participate in pooled income trusts which invest in low income tax 
credit-eligible properties* This device serves the long-term 
preservation goal by permitting the investors to donate their interests 
in the propercy at the front end of the deal. There are tax-crsdit 
investments being structured for individuals using this device* 
Corporations also should be allowed to participate, since they are the 
largest single investor group in the credits* 

Repeal the 1989 Sunset 

Unless the Committee acts quickly to repeal the 1989 sunset 
provision in the tax credit, investor and developer interest in the 
program will fade quickly after the 1988 tax year. Development and 
preservation take months to plan and carry out* It will be difficult 
to attract serious interest in tax credit' proposals once we enter 1989, 
because investors will not be able to count on the credit's 
availability if their projects cannot be completed by the end of the 
year* More importantly, whatever pipeline is building up will quickly 
evaporate once 1989 arrives, again because of the threat of the 
sunset. 

Restrictions Against Homeless. Disabled 

Because of the wording of the Conference Report and the Blue Book, 
Treasury is reportedly interpreting the statute to prohibit the use of 
the credit in projects which &^<t designed for homeless people, or for 
disabled residents. The relevant language in the report and Blue Book 
explains that the credit can only be used in properties which are 
available to the general public* This is being interpreted to rule out 
properties which are designed to meet certain populations* special 
needs * 

The Committee should act quickly and unequivocally to eliminate 
this obstacle* The intent of the law should be to require that 
sponsors make the housing freely available to all who seek it* But 
Congress has long recognized in other programs and in other tax 
treatment that specialized housing may be designed for particular part 
of the population, within which nondiscriminatory rental and marketing 
practices are followed. Clearly, projects whic^ only permit members of 
a certain racial group, or fraternal order, o. religious affiliation 
should not be permitted to receive credits. But projects which are 
designed to provide affordable housing to low income disabled persons, 
or to homeless families needing transitional shelter should not be 
barred from the program* 

Limitations Whero_Other^Subs idles are Used 
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one of the most crippling provisions of the current law is the 
restriction against using the full rehab/developaent credit where other 
federal subsidies are being used. This linitation is senseless in nost 
circumstances. The fact is that tax credit properties cannot be nade 
affordable to the intended inco&e group without additional subsidies. 
The current language' encourages sponsors and developers to engage in 
imaginative stratagems to hide subsidies, or allocate them to 
acquisition, where the penalty does not apply, or to rely entirely on 
Section 8 subsidies, which are exempt from the general prohibition, in 
order to maintain af fordability. 

This restriction was placed in the law to hinder so-called "dt Xe 
dipping" in federal subsidy funds by sponsors and developers, it ,as 
founded on a belief that huge profits could be made through the 
application of the tax credit to projects already receiving enough 
assistance to be economically viable. This restriction is a reaction 
to a milieu which no longer exists, and did not exist at the time the 
1986 Act was adopted. If there are instances where current -direct 
federal subsidy programs make the full development credit too rich, 
then the law should address these exceptions. They are not the rule. 
Moreover, the current law already empowers states to allocate less than 
the full credit amount. This authority can be used to adjust the value 
of the credit to provide owners and investors with fair but reasonable 
rates of return on their investments. 

Unlike previous tax incentives, tax credits are only available for 
units which actually serve low and very- low income people, with rents 
which are strictly limited. The tax benefits are targeted for a 
specific purpose. By so restricting the credits, it becomes essential 
to have unfettered access to other subsidies — regardless of their 
source— in order to meet the credit's requirements. 

TiOUSING ASSISTANCE EOUTTX 

There have been many other suggestions for improvements in the 
credit which I urge you to consider. I would like to close by making 
one final point. 

Since 1981, direct federal commitments for low income housing have 
plummeted by ove*: ''S percent. Commitments to provide assistance to new 
families have been reduced from over 200,000 in fiscal 1981 to less 
than 80,000 in fiscal year 1988. In FV 89, outlays for HUD-assisted 
housing will rise to ^heir highest level in history: a mere $12 
billion. 

At thQ same time, this Committee has presided over the continuing 
expansion of the most lucrative and poorly targeted housing subsidy 
system ever. Over $40 billion in untargeted tax subsidies will be 
spent this year to subsidize high income homeowrers. I recently 
analyzed the distribution of these benefits among different incoKe 
groups, using the Joint Committee on Taxation income and tax 
liability estimates for rV88. The findings are quif.e interesting. 

A total of 29.6 million filers will claim the homeowner mortgage 
interest deduction in rV88. Together they will receive $27.7 billion 
iu tax subsidies. Of this totil, only 35.5 percent will have incomes 
above $50,000. Vet they will receive 66 percent o.t the subsidies, 
only 13 percent of those claiming the deduction will h?ive incomes over 
$75,000 per yjar, but these filers will receive 35 percent of the 
dollar value o^ the mortgage interest deduction subsj^iies. 

These figures are disturbing enough. They mean that 4 million 
filers with incomes above $75,000 will receive nearly $10 billion in 
housing subsidies from mortgage interest deductions, and another nearly 
$3 billion from property tax sub^sidies, or more than all of HUD's 
subsidies for the total universe of 4 million low income households now 
receiving HUD assistance. 




281 



When you compare these very high income filers with the total 
filing population— not just those claijninc the deductions— the 
proportions are even more unbalanced. While cnly 11 percent of all 
filers will have incomes in excess of $50,000/ they will receive 66 
percent of the value of the homeowner deductions, Thosv ^lors with 
incomes above $75,000 make up only 3,7 percrnt of all filter . ^ ^ they 
will receive 35 percent of the homeowner deduction benefits, 

I highlight these facts because some members and staff have 
vigorously opposed the low income housing tax credit because of its 
cost. Yet the samo publication prepared by the Joint Committee on 
Taxation estimates that total revenue losses from the use of the low 
income housing tax credit will equal $300 million in FY88, $600 million 
in FV89, and $900 million in FY90, Every one of these subsidy dollars 
will be spent to stimulate investments in properties which must by law 
provide housing for people with incomes below 60 percent of the area 
median income, at rents which cannot exceed 30 percent of that v liling 
.income level* 

X submit to you that in comparison with the need, and in 
comparison with the extraordinary and inequitable tax subsidies t lis 
Committee countenances for homeowners with the highest incomes in cha 
country, continuation of thr low income hou&lng tax credi<: is a modest 
contribution to assuring that we meet the goal of a decer Affordable 
home for every American, 

Thank you for the opportunity to testify here today, X will be 
happy to answer any questions you may have. 
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Chairman Rangel. Well, I want to thank this panel for its 
thoughtful observations, the work it's doing in this area, and the 
help that you have given to this committee to g^et where we are 
and to know that we will be calling upon you individually or collec- 
tively as we move on to fashion a final bill to present to the full 
committee and our colleagiies in the House. 

Mr. Zigas, I can understand why you would want to allow the in- 
vestor^to know up front as to what the conditions are of resale. 

How do you dovetail that-with the windfall profit tax for sales of 
appreciated low-income housing? I know you don't see any inequity 
in doing it, but do you see any illegaJity in changing the rules of 
the game? 

Mr. ZiGAS. Well, I have the advantage, Mr. Rangel, of not being 
an attorney so I really can't comment on that. 

But I thmk we have changed the rules very substantially on the 
way we treat investors in low-income housing. I think Mr. Heller's 
testimony is pretty eloquent on that point. I mean in fact we con- 
tinually change the rules under which investors participate in this 
program, 

A windfall profit tax need not be confiscatory in order to serve a 
purpose, which would be to discoimt the value of the property so 
the decision to sell might be a little harder to reach, and to raise 
money for the Treasury frankly to ensure that those properties 
that don't have an opportunity to sell, and for which investors 
cannot be found, and for which general partners are unwilling to 
invest additional money, can be preserved and new funds can be 
put in them to guarantee that the housing remains well main- 
tained and a decent place for low-income people to live. 

Chairman Rangel. The GAO testified this morning that addi- 
tional tax incentives should be made available for owners of low- 
income housing where HUD or the Farmers Home Administration 
made a determination that it was necessary to give these addition- 
al incentives. 

Do you concur with that, to give them the option to review and 
only to provide them for those that need it as opposed to across-the- 
board incentives? 

Mr. Rozet. 

Mr. RozET. I guess my orientation is that we will always have 
the problem as long as we continue the housing in the hands of 
tax-oriented investors. 

I see it as a moving of ownership from one disinterested investor 
to an investor — I use State agencies or nonprofits as an example. 
So my feeling is the incentives you're giving in section 4 of H.R. 
3663 are important incentives in themselves. 

I don't know that you need additional incentives except where 
we come across cases where owners are willing to commit them to 
housing, but they need money to fix the housing and to repair or 
upgrade it. 

Then I think you need some additional tax incentives, and some I 
suggested in my presentation as part of the record. 

I do agree some are needed, but T think the first step is to move 
the properties from what I'll call the disinterested, the passive in- 
vestor, into the hands of communities or tenants or State agencies, 
or those who are committed to maintain them, perhaps not for just 
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15 years, by the way, I haven't commented on that, but I think for 
the remaining life of the mortgage at a minimum should be the 
commitment of anybody who takes a low-income housing project 
with additional incentives. 
Chairman Rangel. Thank you. 

Ms. Lewis, I know you would want us to broaden our target in 
order to provide support for co-ops generally rather than low and 
moderate. 

Do you have rany ideas how we can give assistance to co-ops genr 
erally and havv^ any feeling that the owners ^ould allow them to 
stay low and moderate cooperatives rather than seeking out the 
value of the appreciation and the value of the property? 

Ms. Lewis. Well, Mr. Chairman, what Tm suggesting and what 
my organization is suggesting is that the situation in which com- 
merci^ income is allowed to write off against the cost of providing 
the housing should be very well targeted. 

That's a situation in which the interpretation of the Internal 
Revenue Code that the IRS is currently holding, whether it's judi- 
cially upheld or not, has some social policy behind it. 

The place where I'm suggesting that the biU be broadened is a 
situation in which ah essential part of co-op functioning altogether 
is being taxed, not simply taxed, but taxed as if it were a for-profit 
separate enterprise. Ana it's already taxable income under sub- 
chapter T of the code. 

We're not arguing that we're asking for an exemption from tax- 
ation like a tax credit or tax losses. We're talking about what's tax- 
able income, but income that should not be subject to more onerous 
taxation than either a single family homeowner or a for-profit cor- 
poration. 

Chairman Rangel. So you separate that question, that IRS con- 
troversy, that's in the courts completely away from the income 
question, that that's just a question of fairness no matter what the 
mcome is or no matter what the owner decides to do with the de- 
velopment. 

Ms. Lewis. Yes. And I think it's appropriate to be dealt with 
here because the bulk of cooperative housing is in fact serving the 
purposes of this subcommittee. 

Chairman Rangel. And when you talk about the ability to use 
the commercial rents to make certain that affordable housing is 
there, are you talking about existing descriptions as to what is af- 
fordable housing? Your association does not have any preconceived 
ideas as to what the cap is on affordable housing? 

Ms. Lewis. Your notion is to look at the limited equity portion. 
There are two aspects in looking at whether or not a co-op is af- 
fordable. It's ongoing costs for existing members and its turnover 
costs for people who are coming in. 

I think that the subcommittee is well advised to look at both. 

Using a limitation as to equity means that the people who buy in 
are going to tend to be low-income folks. 

In limited equity co-ops there is a targeting or a restriction gen- 
erally on who may become^ a member. That's not always the case, 
but it's often the case. And some language adjustments may be nec- 
essary because the definition of limited equity co-op was created for 
the mortgage revenue financing bill, and there were many limited 
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coops that existed prior to that that may not precisely meet that 
definitidn but that are, in fact, bona fide limited equity coops. 

But looking at both aspects of affordability, the affordability of 
becoming a member and the affordability of remaining a member 
would be a good idea in terms of preservation of affordable hous- 
ing. 

Chairman Rangel. This has been one of the best panels that Tvu 
had come before this committee. And clearly you .shared in your 
broad experience and the many years that youVe had in this aiea 
with us. We seldom find ourselves experts in anythhig. 

It has been very, very informative, and I proniise you we'll be 
back. 

Mr. McGrath. 

Mr. McGrath. Mr. Chairman, I share your assessment of this 
panel. I think they've broi^ht up some very good points to help us 
create the kind of incentives that are needed in order to preserve 
low-income housing but also^balance whatever windfalls may occur 
because of tax credits and loss of revenue to the Treasury. 

I am delighted to have you here before us and to add your testi- 
mony and your written testimony to the record of this hearing. 
Thank you. 

Chairman Rangel. In the course of this proceeding, if there's 
something that we missed in the testimony or some shSts that you 
see out, that you would feel free to write to me and to point out 
that I asked you to do it so that we will be able to make certain 
that the record remains open officially as well as imofficially. 

Thank you very much for your support. 

The committee stands adjourned. 

[Whereupon, as 12:20 p.m., the hearing was adjourned.] 

[Submissions for the record follow:] 
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STATEMENT OF THE AMERICAN ASSOCIATION 0^ RETIRED PERSONS 

The Amorican Association of Retired Persons (AARP) is a 
membership organization of over 28 million older persons. We 
appreciate this opportunity to present our views on the low- 
income housing tax credit and the preservation of the stock of 
low-income housing. 

AARP's recommendations can be summarized as follows: 

1) Eliminate restrictive interpretations on use of the credit 
for projects designed to serve the frail elderly and other 
special populations. 

2) Eliminate or modify the family size adjustmer.t for develop- 
ments serving the elderly or other special populations. 

3) Extend and permanently authorize the low-income housing tax 
credit and modify the carryover provisions to allow more 
flexibility in use of the available credit allocations. 

4) Eliminate or modify the limitation on the use of the full 
credit where other federal subsidies are used. 

5) Provide incentives to assure that housing built with the 
credit remains available to low-income tenants after the 
expiration of use restrictions. 

6) Assure that new tax incentives proposed^ under HR 3663 are 
targeted to projects primarily serving low-income tenants. 

7) Extend first purchase option to non-profit or public buyers 
before permitting transfers of properties and activation of 
incentives under MR 3663. 

8) Require certification of habitabiliti ^ore permitting 
transfers of properties under HR 3663. 

Potential Loss of Assisted Housing Occupied by 
Low -Income Older Tenants 

AARP is very concerned about potential reductions in the 
current inventory of assist2d housing due to the prepayment of 
federally subsidized mortgages and termination of Section 8 
rental subsidies. A reduction ir. the number of available low- 
rent units is unacceptable, given current unmet needs. To 
replace these units would be extremely expensive at today's 
construction costs. 

Prepayment of federally subsidized mortgages threatens to 
displace thousands of low-income and older tenants living in 
multi-family projects produced under the FmHA Section 515 Rural 
Rental, KUD Section 221(d)(3) Below Market Interest Rate (BMXR), 
and HUD Section 236 Rent Subsidy Programs. Current contracts 
require that the HUD units be limited to low-income tenants for a 
forty-year period, but certain owners may prepay the morgtgage 
after twenty years, terminating all restrictions on use of the 
property. In the case of FmHA Section 515 units built prior to 
1979, loans can be prepaid at any time without agency approval. 

Large scale prepayments by owners would be disastrous for 
many older persons. Approximately 48 percent of all Section 515 
units, 24 percent of section 236 and 12 percent of 221(d)(3) BHIR 
units ar** occupied by older perjons. Accord i.ng to a recent GAO 
report, 143,530 FmHA Section 515 rural rental units built before 
1979 can be prepaid immediately withou^ agency approval. 
Another 131,639 Section 515 units would be eligible after 1999. 
In addition, at least 217,544 units (53,850 Section 221(d)(3) and 
163,694 Section 236) v;ill be eligible for prepayipont without HUD 
approval between 1986 and 1995. All in all, we estimate that 
FmHA and HUD projects serving the elderly and eligible for 
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prepayment within the decade ahead represent 7 to 10 percent of 
all' federally subsidized housing for older Americans. 

The potential loss of federally assisted housing takes on 
special significance in light of overall reductions in federal 
assistance foe new construction and substantial rehabilitation. 
As the federal government withdraws its support for new conr.truc- 
tion, the number of low-rent units, both public and private, is 
projected to decrease. A lecent report by Mix indicates a 
further reduction of 27 percent in the- supply of low-rent housing 
between 1983 and 2003. The total number of households needing 
low rent units will increase by 44 percent during that same 
period. 

Currently, long waiting lists exist at most federally 
assisted housing projects for older persons. A recent report by 
the Congressional Research Seivice noted that "when family and 
unit size are taken into account, there is no area in whicti the 
supply of standard quality vacant units is sufficient to permit 
all unsatisfactorily housed families to move into units in which 
they would not be overcrowded." While shortages are most 
critical for large families, the report notes shortages exist in 
many areas for the one and two bedroom units needed by older 
households. 

AARP*s concern is that many of the older tenants living in 
tnese assisted projects lack the ability -to easily relocate or to 
pay rents substantialxy higher than what they are already paying. 
We believe that, in assessing federal policy with respect to 
preserving .assisted housing, the hardship to which current 
tenants are exposed should be a major consideration, along with 
cost effectiveness. From either standpoint, we believe the 
arguments are compelling foi trying to help tenants stay in their 
current residences. 

The Congress made a good start in addressing the preser- 
vation issue with the passage of the Housing and Community 
Development Act of 1987. . Title II of the Act would permit 
prepayment to occur only when owners have a HUD approved "plan of 
action" designed to meet the housing needs of those tenants 
displaced by conversion to other uses. Nonprofit organizations 
and public agencies would be given a first purchase option. Most 
importantly, the Act also empowers hUD to negotiate with owners 
and offer incentives in return for maintaining projects as low- 
income housing. 

AARP believes that the low-income housing tax credit nd the 
incentives under HR 3663 could play a vital role in a compre- 
hensive federal strategy aimed at preserving the current stock of 
low-income assisted housing units. We would like to suggest come 
changes to the current low— income housing tax credit and HR 3663 
which we believe would improve their utility and effectiveness, 
particularly in addressing the needs of older tenants. 

Eligibility for Credits of Specialized Housing for older Persons 

A major handicap to use of the credit for projects housing 
low-income older tenants is the Department of Treasury's inter- 
pretation that the statute only allows the credit to be used for 
properties "available to all members of the pablic." This 
interpretation would eliminate from consideration projects 
designed specifically to serve the frail elderly, disabled 
persons, the homeless or other special populations. 

The federal government has long recognized the appropriate- 
ness of specialized residential housing in both tax law and 
housing programs, specialized residential housing for the frail 
elderly and disabled has always qualified for tax benefits as 
long as it is administered in a non-discriminatory fashion. AARP 
believes that Congress intended to maintain this precedent in the 
Tax Reform Act of 1986 and we urge the committee to affirm this 
intent. 
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Another definitional problem concerns the term "retirement 
home" as used in the statute and the phrase "retirement home 
providing- significant services ether than housing," as used in 
rhe General Explanation of the Tax Reform Act of 1986 (Blue Book) 
prepared by the staff of the Joint Committee on Taxation. 
"Petirer. 3nt heme" is an ambiguous term that is not defined in 
the current literature on housing for older persons. The 
uncertainty over what is meant by "retirement home" and 
"significant other services" has inhibited project development 
inseveral instances. 

AAR? feels strongly that congregate housing and board and 
care facilities that serve an elderly population and provide non- 
tnedical services that assist in maintaining the resident '3 
independence should not be excluded from using the credit. 

We have recommended that the following definitions be 
included in forthcoming regulations or legislation to clarify 
this matter. 

Congregate Housing Facility — provides a semi-independent 
living environment with apartments, centralized dining 
services, and other support services, such as social and 
recreational programs and housekeeping. 

Board and Care — a facility which provides food and lodging 
to adults who are not related £0 the owner/operator. 
Personal care and supervision are provided to varying 
degrees. However, those facilities licensed by the states 
as intermediate care facilities would not be eligible for 
the credit. 

The availability of the credit for these types of housing 
would broaden the options for those older persons who do not 
require medical assistance but need some supportive services to 
remain independent. Many of these individuals now end up in 
nursing homes paid for by federal and state funds. Recent 
expet-ence with the credit indicates it would be particularly 
useful in upgrading board and care facilities, which tend to be 
smaller and serve a very-low-income population. Some 54 percent 
of board and care residents receive Supplemental Security Income 
(SSI) payments. Use of the credit to rehabilitate these facili- 
ties would further the credit program's goal of making safe and 
sanitary housing available to those most in need. 



Additional Modifications to the Low-Income Tax Credit 

Another modification to the tax credit that would assist ia 
the development of affordable housing for older persons would be 
elimination or modification of the family size adjustment. In 
areas where the median income is low, even persons receiving 
SSI payments might exceed the targeted income limit; thus the 
unit would not qualify for the ctcdlt. AAR? believes states 
should have some discretion to permit the credit to be used in 
instances where a clear need is demonstrated. Another solution 
might be to permit more flexible allocation of total fees between 
rent and services. 

AAR? supports extension and permanent authorization of the 
tax credit program. We believe this would go a long way in 
improving investor confidence and willingness to participate in 
the program. Further, AARP encourages the committee to consider 
allowing corporations to participate in pooled income trusts such 
as the National Retirement Housing Trust, which could invest in 
credit eligible properties. This would provide a ma^or vehicle 
for private sector investment to help meet the future housing 
needs of the nation's growing older population. 

AAR? also believes that Congress should reconsider the 
restriction against using the full credit where other federal 
subsidies are being used. The credit alone is simply inadequate 
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to develop low-income housing in most areas. A recent report of 
the Council of State Housing Agencies notes that nearly 80 
Itl'iT^ u^.A^^ ^"^^^ projects received some other federal or 
state subsidy, states alrea<5y have authority to reduce the 
':l^t l ''^^^^ appropriate. Because the credit is targeted 

h^L^f those units that actually serve low income tenants, we 
believe the chances for abuse are n'.inimi2ed. The current 
restrictions prevent many projects trom being undertaken. 

AARP also supports modification of the credit carryover 
provisions to allow carry-over for projects that are substan- 
tially ready but miss the December 31 deadline. This change 
would recognize the difficulty of low-income development where a 
^^^^ety^of 'financmg sources must be arranged and delays are 

Finally, AARP believes that the committee should consider 
incentives to assure that the housing built with the credit 
remains available to low-income tenants after the expiration of 
the use restrictions. This might take the form of front-end 
agreements to donate properties to nonprofit sponsors or, as 
previously mentioned, allowing corporations to invest in pooled- 
income trusts that support nonprofit ownership. Such incentives 
are needed if we are to avoid a displacement problem 15 years in 
the future. ' 

Recommendations on HR 3663 > The Low-Income Housing Tax Act 

HR 3663 would complement the preservation provisions of the 
Housing and Community Development Act of 1987 and provide some 
important new incentives to preserve assisted housing. However, 
mARP does have concerns about the targeting of the tax 
incentives and provisions providing for transfers of properties. 

AARP has supported the targeting provision incorporated into 
the low-mcome housing credit because of the need to restore some 
balance to the distribution of tax subsidies among low, moderate 
and upper income households, under HR 3663 owners could receive 
considerable tax relief, even if only 20 percent of the units 
were serving low-income households. This trade-off may not be 
cost-effective, particularly in light of the generous tax 
benefits given to investors prior to 1986. Priority in the 
allocation of scarce tax incentives must be given to housing that 
primarily serves low-income households. 

AARP also believes that a first purchase option for 
nonprofit and public buyers should be incorporated into HR 3663. 
Such a provision would make ir consistent with Title II of the 
Housing and Community Development Act of 1987. AARP believes 
that if additional tax incentives are provided, priority should 
be given to ownership that will guarantee permanent occupancy bv 
^ low-mcome tenants. -i jr 

Finally, AARP supports inclusion of a certification of 
habitability before properties are transferred and the additional 
tax incentives activated. This would prevent owners from 
dumping" neglected properties. Also, for-profit buyers should 
be required to show that they have sufficient resources to 
maintain and/or repair the property. 

AARP would like to commend Chairman Rangel for introducing 
this legislation and scheduling these hearings on preservation of 
our nation's supply of assisted housing. Maintaining and 
expanding the supply of low-income housing is of critical 
importance to low-income Americans of all ages. We look forward 
to working with you and the entire committee in developing viable 
solutions to our nation's housing problems. vxa^xc 



289 



ASSOaATtO BUR.OCRS ANO OWMERS ; 
OF GREATER NEW YORK. INC | 

39 BROaO'.VAV N suite 70O = 

NEW yo«<, new vOftK lOOOe : 



JEROME BEL^ON 
CoElf<ut^e 

MARTIN GOOOSTEIN 
HOWARO MILSTEiN 
DONALO SHAPIRO 

LAWRENCE LAIKtN 
6ERNAR0 LIVINGSTON 
ROBERT ROSENBERG 
PHILIP J. RUOO 
RiCHARO SCHEUER 
ALVW SCHRACtS 
ALBERT SCHUSSLER 
ARNOLO SOLLAR 
CONRAO STEPHENSON 
CHARLES J. URSTAOT 
PAULA VIAL 

MICHAEL COHEN 

JULIAN WIENER 
BOARD OF OlftEClOAS 
NATHAN KALIKOW 
HAROLOR LlEBMAN 

Bona of O'KiO't 
RUBEN GLICK 
PETER KALIKOW 
LEONARO LITW1N 
MAURICES PAPRIN 
BURTON RESNICK 

0<rKtOrt 
MICHAEL BRAlO 
JOHN BRESLIN 
CHARLES S. COHEN 
IRVING OOMNITCH 
JEFFREY CLICK 
WALTER C. GOtOSTEiN 
GERALO GUTERMAN 
RONALO HALPERN 
GARY JACOB 
EOWARO KALtKOW- 
WlLLIAM KIRSCHENBAUM 
NEC KLARFELO 
ROBERT J. KLEIN 
RICHARO LEFRAK 
JEFFREY MANOCHERIAN 
PHILIP MILSTEIN 
EOWARO J K<NSKOFF 
STEVEN MINSKOFF 
OANIEL Z. NELSON 
KEN PATTON 
MARK PERLBINOER 
LAWRENCE PERLMUTTER 
MORTON PICKMAN 
MARTIN J RAYNES 
OAVIO S< ROSE 
PHILIP ROSEN 
STEPHEN ROSS 
STEVE SCHRAGIS 
SEYMOUR SHELDON 
LYNOA SIMMONS 
EUGENE WEBB 
FREO W1LP0N 
SELIG ZISES 
DONALD ZUCKER 



March 16, 1988 



Robert J. Leonard, Esq, 

Chief Counsel, Committee on Ways and Means 
U.S. House of Representatives 
1102 Longworth House Office Building 
Washington, D.C. 20515 



Subcommittee On Select Revenue Measures 
Hearings March 2 & 3, 1988 



Of Coy«rpiof$ CVto 
bTEVEN C0005TEW 
PETER KAUKOW 
HO\hARO MILSTEtN 
OOKALO TRUMP 

Honorary 0>'«CtOf« 
SHERMAN COHEN 
SEYMOUR DURST 
ARNOLD RSHER 
HARRY HELMSLEY 
SIDNEY KALIKOW 
HOWARO KASKEL 
SAMUEL LEFRAK 
PAUL 'illLSTEm 
JACK PARKER 
JACK RCSNICK 
OANIEt ROSE 
JESSE SEGAL 
SHELDON H. SOLOW 
BERNARD SPITZER 
FREO TRUMP 
UN WOODNER 

Ek*CvHiv* tyitciot 
HERBERT WAftSKAVSKY 



Dear Sir: 

Associated Builders and Owners of Greater New 
York, Inc. ("ABO") members include a number of owners 
of government-subsidized low and moderate-income rental 
housing projects who are or shortly will be eligible to 
"opt out" of their respective governmentally-restricted 
programs. ABO supports HR 3663, sponsored by Chairman 
Rangel and Representative Frank, which would provide 
additional tax incentives to encourage the voluntary 
preservation of existing Federal, State, or locally- 
assisted rental housing for low and moderate-income 
use. 

Given the almost total lack of new low and 
moderate-income housing development and the large num- 
ber of housing units that are subject to being removed 
from the existing low and moderate-income supply as a 
matter of right over the next few years, we believe 
that it is critically important to provide new fin- 
ancial incentives to persuade the present owners of 
such housing to forgo their right to convert such 
properties to more profitable uses. At the same time, 
we firmly believe that any such measures must be 
voluntary and must not impair the owners' contractual 
right to prepay their government-subsidized mortgages 
and rent or sell their properties free from regulation 
under the government-subsidy program. 

As we understand it, HR 3663 would provide the 
following tax benefits to owners of existing gov- 
ernment-subsidized rental housing projects, who would 
otherwise be eligible to free their projects from 
program restrictions on rents or income, provided that 
such owners agreed to (i) continue operating the pro- 
jects under the restrictions of the government-subsidy 
program for an additional period equal to the greater 
of twenty years or the remaining term of any gov- 
ernment-subsidized debt on the property, and (ii) make 
capital contributions in an amount the appropriate 
government official determines to be necessary to re- 
store the property to sound physical and financial 
condition. 
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1. The adjusted basio of the property would 
be increased to the original acquisition cost plus th^ 
amount of any expenditures for capital improvements 
incurred -before the agreement date. This "stepped up" 
basis would determine the future depreciation deduc- 
tions allowable to the owner as well as the amount of 
taxable gain on ultimate disposition of the property. 

2. Assuming that 10 years have passed since 
the property was placed in service (or substantially 
rehabilitated) and the project, or a portion thereof, 
otherwise qualifies for the low-income housing tax 
credit, the owner would be treated as placing the prop- 
s/rty in service on the agreement date. The amount of 
the tax credit would be based on the "stepped up" basis 
described above. 

3. The 10-year "anti-churning" requirement of 
the low-income housing tax credit would also be waived 
if (1) the appropriate government official determined 
that the availability of the credit was necessary to 
avoid default or enable the project to be retained for 
low- income use, or (2) the owner had acquired the prop- 
erty from a governmental body after a default. 

Alternatively, non-corporate owners of exist- 
ing low and moderate- income projects would be encour- 
aged to sell their projects to (a) a non-profit ten- 
ants' organization or other non-profit entities whose 
exempt purpose includes the fostering of low-income 
housin'', (b) a state or local government unit, or (c) a 
partnership that contributes enough capital to restore 
the project to sound condition. In the event of such a 
"qualified disposition", the seller or sellers of such 
property would be allowed to exclude from gross income 
an amount equal to the excess of the indebtedness on 
the property over its adjusted basis (without regard to 
the step-up" referred to in 1. above). Thus, if such 
a disposition can be structured (which seems at first 
blush unlikely except in the case of a re-syndication 
to a new partnership which can take advantage of the 
other benefits provided by the bill), such non- 
corporate taxpayers could avoid being taxed on the 
"phantom gain" that occurs when a property has in- 
debtedness in excess of adjusted basis. 

While we applaud the concept of HR 3663 as a 
first step toward the enactment of the kind of volunt- 
ary incentive program that we think is necessary to 
encourage owners to continue to operate low and 
moderate-income rental housing projects under the re- 
strictions of existing programs, we do not believe that 
the legislation will achieve its intended objective 
unless several important changes are made. 

^ • Exemption From Passive Loss RuIqs 

Because the "stepped up" basis provided under 
HR 36o3 will produce "passive losses" which are useable 
only against "passive activity income" for most non- 
corporate taxpayers, the benefits provided by the bill 
will have limited utility to individual and partnership 
owners of existing low and moderate-income projects. 
The present limited exception to the passive loss limi- 
tations of the Internal Revenue Code (the "Code"), 
permitting individual taxpayers with adjusted gross 
incomes of less than $250,000 to use up to $7,000 of 
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the low-income housing tax credit annually to offset 
nonpassive income, has not achieved its purpose and 
certainly will not constitute a realizable benefit to 
many, if not most, owners of existing low and moderate- 
income projects. Thus, in order to make the proffered 
incentive real, the depreciation deductions generated 
by the "stepped up" basis p»*ov2ded by the bill must be 
exempted fromr the passive loss rules of the Code. 

TI. Housing Tax Credit Allocation 

Without an increase in credit authority to the 
states, or an exemption from credit authority limita- 
tions, use of the low-income housing tax credit to 
encourage preservation of existing low-income housing 
could have the unintended effect of substituting pres- 
ervation of the existing low-income housing stoc^ for 
the a:1dition of new low-income units to the stock when, 
in fact, both are sorely needed. Thus, \jq urge either 
an increase in funding for the credit sufficient to 
cover the anticipated preservation need or an exemption 
from the credit authority limitations for such preser- 
vation projects. 

III. Technical Corrections 

In order to make the low-income tax credit a 
viable incentive for either the preservation of exist- 
ing low-income housing or the production of new low- 
income housing it is imperative that the Congress 
promptly enact both the technical and substantive 
modifications to that credit embodied in HR 3545 as 
passed by the House of Representatives in 1987, but not 
included in the bill as finally enacted. In testimony 
before this Subcommittee, Deputy Assistant Treasury 
Secretary C. Eugene Steurle conceded that the un- 
certainty engendered by the delay in enacting these 
critically-needed modifications has been a significant 
impediment to the use of the credit and urged that ^ 
passage of these "technical corrections" should not 
again be delayed by "other unrelated considerations". 

If MR 3663 is amended to incorporate the 
changes that we have recommended, we believe that the 
owners of a significant number of government-subsidized ^ 
rental housing projects in New york City and New York 
State (including a large number of State and City-as- 
sisted "Mitchell-Lama" projects) will continue to 
operate their projects under the rent and income re- 
strictions now applicable, or to sell to partnership 
which will agree to do so, in return for the sub- 
stantial tax incentives that would be provided by the 
bill as so amended. 

Respectfully submitted. 
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March 16, 1988 



Rep. Charles Rondel 

Chairnan, Subcoaaittee on Select Revenue Heaauros 

Hays and Hecns Coaaittee 

tl- S. House of Representatives 

Hsshin<ton» 0. C. 

KB: Low Incoae Housing Tax Credits 
Dear Congressaan Rangel: 

I aa responding to the invitation of your coaaittee for 
written coaaents on the working of the low Incoae housing tax 
credit provisions of the Tax Refora Act of 1986. I have been 
Involved In and coasitted to th« developaent. aanagosent and 
financing (Including syndication) of low and aoderato Incoae 
housing for iiiaost 25 years. 

He recently coapleted construction of a 30 unit 
rehabilitation project which Is eligible for the low Incoae 
housing tax credit, and we recently started construction of a 178 
unit new construction and rehabilitation project which la also 
eligible for the credit. Both are scattered site projects. In 
each project a non-profit neighborhood based housing 
redevelopaent corporation Is our equal 50X/50» Joint venture 
partner. 

Froa this background, I would like to cosaent on the low 
Incoae housing tax credit: 

1. The Technical Corrections Act, which was supposed to 

1986 Act, failed to pass In 1986 and again In 
1987. There are provisions In the proposed Technical Corrections 
Act which are essential to the proper working of the low Incoae 
housing tsx credit. For exaaple, there was & "glitch** In the 
original legislation with regard to Section 8 tenants whose 
incoaes Increase after they assuae occupancy In the project; the 
Technical Corrections Act corrects this unintended problea. 
Perhsps the technlcsl corrections to the low Incoae housing tax 
credit could be enacted sepsrately, since they should be 
essentially non-controversial; the aaount of the credit Is 
Halted, so the chsnges would have no revenue lapact. 

2. The changes contained In the proposed Technical 
Corrections Act with respect to the ten year holding period are 
inadequate. The intention of the t.>n year period was that 
taxpayers not reap the substsntlal udvantages of rehsbllitating a 
property using the rspld ACRS or Section 167(k) write-offs and 
aoon thereafter take advantage of the low Incoae housing credit 
with respect to the saae property. Presuasbly aost Congressaan 
and other knowledgeable layaen 8si.uaed that a project la placed 
in service when Its Initial construction Is coapleted or 

when a aajor rehabilitation Is coapleted and new tenants are 
allowed In. However, the statute is subject to the 
interpretation that the project Is "placed In service" every tlae 
there Is s new owner. Thus, if the property was transferred froa 
one slualord to another with no laproveaent and no significant 
new depreciation benefits, the property would nevertheless be 
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disqualified froa the benefit of the low incoae housing tex 
credit for ten years notwithstanding a substantial rehabilitation 
during that period by a responsible purchaser. This is an absurd 
result which could net' have been intended. There is no valid 
policy resson for this interpretation! and Section 42 should be 
revised to preclude this interpretation. 

3. There should be o provision (really a technical 
correction) permitting the credit to be allocated by '^project'* or 
soae such tera rather th^n by '^building.'* The result of the use 
of the word '*building'* is that our 178 unit project aay need 
soaewhere between 46 and 76 separate allocations — one for the 
acquisition of each of our 38 scattered site buildings or vacant 
lots snd one for the rehabilitation or constructioA ^f each 
building. He will allocate of construction costs aaong all of 
the buildings on soae theory, since a aingle contractor aakes a 
single bid for all of the construction. We also have to predict 
in advance when each building will be finished, since if we guess 
the wrong year for coapletion we asy lose our credit (see 
paragraph 4, below). We will have to keep track :of the 
coapletion date of each building for the next IS years. For ten 
years, each building will be on a different credit schedule. 
Additionally, the credit allocating agencies in Illinois (and 
probably asny other states) charge an adUiniatrative fee which is 
not only a percentage of the credit, but also a flat fee per 
building, which resuHs in an excessive and burdensoae fee for 
scattered site projects. The owner/taxpayer should at least have 
the option of applying for a single credit where there is o 
single iBortga^e and/or construction contract and/or owner. 

4. Under existing law, the credit percentage is not 
known until the project ia cotepleted. The proposed Technical 
Corrections Act allows the credit percentage to be fixed at the 
beginning of project construction rather than at the end, which 
is an iaportant inproveaent. 

5. Bven aoro iaportunt, however, under existing law the 
credit allocation aast coae out of the year in which the project 
Ss coapletod and ^llocatiuns cuiinot be carried over froa one year 
to the next. The credit allocation should be aade froa the year 
in which construction begins rather than the year in which it 
finishes. Our situation illustrates the problea perfectly. We 
started construction on our scattered aite townhouse and 
rehabilitation project in February. Units will probably be 
coapletod starting in October, 1988 and ending in the spring of 
1939. It is iapossible to predicc accurately the coapletion date 
of each building. We nre subject to weather conditions, strikes, 
shortages of aateriala, delays in deliveries, etc. Yet if we 
take ft 1980 allocation and do not finish in 1988, the agency aay 
be unwilling or unable to issue us 1989 credits. On the other 
hand, if we initially take 1989 credits but finish in 1988, and 
the agency is unwilling or unable to allocate us 1988 credits at 
the last ainute, we will either lose the credit entirely or be 
forced to keep the units eapty until 1989, foregoing substantial 
incoae and preventing good low incoae housing froa being 
available to needy faallies, a ridiculous result. 

6. The prograa is schizophrenic in that it provides a 
credit to help low income housing, but then puts restrictions on 
it that aake it unavailable to practicftUy all of the investors 
who aight be able to use the credit and who can afford to aake 
investments in low incoae housing. Investors who take advantage 
of the credit are not avoiding paying *'their fair share** of 
tuxes. They are putting their aoney ^^irectly into low incoae 
housing, which is unlikely to give thea any return other than the 
credit, instead of funneling the money through the federal 
governaent, which has done a particularly bad Job of financing 
public housing directly. Under these circuastances any investor 
should be peraitted to utilize the credits regardless of the 
investor's annual incoae. As it is, no individucl who aakes % 
lot of aoney or thinks he aight aake a lot of aoney in the next 
ten years (or that Congress mighi change the rules) would or 
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should be interested in investing in low incoae housing tax 
credit projects. This restricts the aarket for placing these 
investBdnts, which reduces the capital which can be raised by 
developers, riiainating the imposition of these "passive loss" 
liaitatlons on low incoae housing tsx credit investors should 
have no budgetary iapact, since there is an annual dollar 
liaitatio'n on tho aaount of low incoae housing tax credits 
avail'^ble. 

The-^foregoing are aaong the iaportant iaprovcfflcnts which 
should be asds iaaediately to the low incoae housing tax credit, 
and which should be relatively non-controversial. Anyone who 
opposes these chsnges is probably using thea S8:^an excuse for 
opposing the credit itself, hoping that its difficulties and 
coaplexities will aake it unusable. However, there is a audi 
aore significant change wnich should be aade in the low inconc 
housing tax cr.?dit which would aake it substantially aore 
effective in accoai>li8hing its goals: 

The credit should be "refundable," i.e., the owner of 
the property (or perhaps the partners or shareholders of the 
owner in the esse of a pass-through entity) should file a tax 
return showing the aaount of credits for which the project (or 
the partner^), is eligible. If the aaount of the credit exceeds 
the aaount'^of tax owed, the governaont should send a "refund" 
check to the taxpayer. This could apply to tax^cxeapt entities 
as well ns taxable entities.. The budgetary iapact would be 
exactly the ssae as the present law. However, the aaount of the 
.credit which wc:',ld benefit the project would be substantially 
. "^reased. The process would be speeded up and slaplified. The 
participants in the syndication procjss who have so often been 
pilloried by the Congress and others would be eliainated froa the 
process. In other words, syndicators, brokers, syndication 
attorneys and accountants, and investors would no longer be a 
P^rt of^thtt low incoae housing developaent process. Thi^ should 
be very appealing to those Congressaen end others who argue 
(aistakeniy) that the doctors, dentists, lawyers and businessmen 
who aade the investaent which Congress induced thea to aake in 
,order to carry out the governaental function of providing low and 
aodera^e incoae housing are "not paying their fair share." 

To the best of ay knowledge, for every dollar which the 
Treasury loses because of the low incoae housing tax credit as 
now constituted, the actual developer of the housing receives 
between $.35 and $.45. Soae of this shortfall has to do with the 
present value of investor payaents as coapared to the present 
value of the ten year credit. But aost of it is due to the 
(necessary) costs of raising aoney, including the tiae, efforts 
and substantial risk taken by syndicators, lawyers, accountants, 
brokers and others who aust do their due diligence, as well as a 
(Justified) skepticisa on the part of investors who have been 
badly hurt recently by retroactivo congressional changes in the 
federal incoae tax. If the credit were aade refundable, every 
dollar that left thr Treasury would go directly to the producer 
of the housing. 

The low i..coae housing tax credit approach to the 
production of low incoae housing is certainly not an ideal 
solution, but it is the only aethod presently available for 
providing any real voluae of badly needed housing for low incoae 
faailies. Many iaproveaents could be aade in addition to those 
described above. Howevar, adoption of the above-referenced 
suggestions would substantially siaplify a very coaplicated 
process and would ensure that the governaent would get a lot aore 
bang for the buck then it now does froa the low incoae housing 
tax credit prograa. 

Thank } ^u for your consideration of ay views. 

S incerely, 

Sheldon L. Baskin 
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STATEMENT OF RICHARD 0* TOOLE, BATTLE FOWLER, NEW YORK, NY 



This Submission relates to the hearings held by the 
'Subcommittee on Select Revenue Measures of the House Committee 
on Ways & Means on March 2 and 3, 1988 concerning tax incen- 
tives for low- in come housing* 

I am a partner in the law firm of Battle Fowler, 
which represents a number of clients active in the development 
of low-income housing. Our clients currently are engaged in 
development work that is expected to produce in excess of 1,000 
units of lovrincome housing in the greater New York area. 
Although the low-income housing tax credit set forth in Section 
42 of the Internal Revenue Code is, in general, of substantial 
assistance in the development of low-income housing, a number 
of clarifications and changes to the credit are necessary in 
order to insure that the credit will function in the manner 
originally intended. This Submission addresses changes to the 
low-income housing credit that were included in H.R. 3545, 
passed by the House of Representatives in 1987. 

Substantive Amendments to the 
Low-Income Housing Credit included in H.R. 3545 

In 1987, a number of important changes to the low- 
income housing credit, passed by the House of Representatives 
in H.R. 3545, were deleted during the final development of the 
Revenue Act of 1987. These provisions would resolve a number 
of troublesome issues that could not have been foreseen at the 
time the low-income housing credit was enacted. It is impera- 
tive that certain substantive and technical amendments ''ncluded 
in H.k. 3545 be enacted in order for the low-inccr>e hous ng 
credit to operate as contemplated. The most essential elements 
included in H.R. 3545 are as follows: 

(a) H.R. 3545 provided that credit authority 
could be carried over by a State for specifically identified 
projects where .a project could not be placed in service due to 
unavoidable circumstances beyond the control of the developer. 
This change and an amendment in H.R. 3545 that would permit 
carryovers in the case of new construction and rehabilitation 
projects without regard to special circumstances are necessary 
to allow for the significant difficulties encountered in urban 
construction, particularly in areas such as New York. If this 
change is not adopted, it is possible that residential con- 
st, uction projects intended for occupancy by low-income tenants 
will be converted to market-rate housing if construction delays 
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are encountered, because operation of a project as low- income 
housing will not be economically viable in the absence of the 
low-income housing credit* 

(b) H»R* 3545 provided that decreases are not 
made in a low-income tenant's rents to reflect certain reduc- 
tions in family size. The viability of low- income housing 
developments depends upon the ability to predict, with a high 
level of certainty, that rental revenues will be sufficient to 
cover maintenance and operating expenses* 

<c) The House Ways & Means Committee Report on 
H»R. 3545 included a provision, printed on page 1522, entitled 
^Certain zoning swaps," to the effect that the Committee 
intended that a housing project jiot be disqualified from 
receiving the low-income housing credit solely because state 
and local programs intended to foster low- income housing pro- 
vided the owner of the housing zoning variances for other, non- 
low- income-housing property.* it is imperative that Congress 
clarify that restrictions placed on housing by an owner, which 
are consistent with use of the housing by low-income tenants, 
will not jeopardize the availability of the credit. Accord- 
ingly, we suggest that the following, language, which is similar 
to the provision included on page 1522 of the House Ways & 
Means Committee Report on H.R. 3545, be included in legislation 
or in an accompanying committee report; 

A housing project shall not be prevented from qual- 
ifying for the low-income housing credit because of a 
commitment undertaken by the owner to maintain the 
project as low- income housing in order to receive 
zoning benefits. 



* Restrictions on an owner's ability to maximize profits 
that are imposed by Section 42 of the Internal Revenue Code and 
by state and local programs intended to foster low-income hous- 
ing raise technical questions as to whether tax benefits avail- 
able to the owner could be disallowed on the basis that the 
owner did not have a sufficient profit motive, did not "own" 
the housing for federal income tax purposes, or did not satisfy 
other general criteria for tax benefits. In the past, e.g., 
Rev. Rul. 79-300, 1979-2 C.B. 112, these questions have been 
resolved by a recognition that restrictions imposed by govern- 
mental authorities on rental housing should not prevent the 
owner from qualifying for the very tax benefits that are 
received as a result of low- income restrictions. 
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California Association of Housing Cooperatives 
A Non-Profit Corporation 



executive OwMior Mr. Robert J. Leonard* Esq* 

iy*aj««?» Chief Counsel 

TrMsurr^"* Committee on W:iy5 i Means - Re: HR 3663 

Ew*&«Hno«)Woai»'(3 1102 Longworth House Office Bldg. 

SAn^'^'CA VTashington* D.C. 20515 

Assistant TfMSOfCf 

Eowa-dBoyte Regarding: HR 3663 



March 13, 198S 



Dear Mr. Leonard* 

The California Association of Housing Co-operatives is ^ statewide organization 
of housing co-operatives. These co-operatives represent a source of affordable 
housing consistent with your attempts to preserve this country's affordable 
housing stock. 

We encourage you to broaden HR 3663 to preserve affordable housing by allievia- 
ting inequitable taxation. As income which is integrally intertwined with the 
cooperative*^ functions* interest on reserves should be treated as member income. 
This income is demonstrably linked to physical and operational requirements of 
the cooperative and should be treated as part of the cooperative enterprise. 
The same is true for government subsidies and grants that make cooperative 
housing available to low and moderate income families. 

As it regards Sections 5 & 6 of HR 3663, we support refinement to allow: 

1« Interest from the prudent investment of reasonable reserves should be 
treated as member income. 

2. Subsidies* grants and similar forms of income should be treated as 
member income. 

3. Insurance proceeds earmarked for reinvestment should be treated. as 
if already invested. 

4. The 89/20 rule should be replaced by a principal purpose test. 

5. Commercial income of limited equity co-operatives should be allowed 
to offset the cost of low income housing. 

6. The definition of limited equity co-operative should insure the inclusion 
of alLbonafide limited equity co>operatives. 



Thank you for giving the above your attention. 
In Cooperation * ^ -\ 

K=^^^ 35v-^ -y^'-^^' 

Lyaia Joseply^akobi / 
Executive Director 



2330 Martnship Way. Suite 200. Sausatito. California 94965 
TeJephooe,(4l5)332.7D21 



cc: NAHC 
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Ca-WCW GROUND 

107 Cherry St, Suite 410 

Seattle, Washington 98104 

Representative Charles a Rangel 
and Members of the Subcommittee on 
Select Revenue Measures 
CorrvrUttee on Ways and Means 
United State Housf^of Representatives 
Washington, d.C. 20515 

Dear Subcommittee Members, 

Common GrouxJ Is a non-profit charitable organization In Seattle, 
Washington dedicated to developing low-Income housing on behalf of area 
non-profit, church, ^ community groups. Our testimony today suggests ways 
Low-Income Houslng jax Credits could result In greater use by non-profit 
charitable organlzaUons of private equity while ensuring maxlm^n public 
benefit thraqh housing dedicated to low-income use In perpetuity. 

Common Ground's comments address several problems that currently exist with 
respect to non-profit charitable organization use of private equity Investment 
InAjced by the Low-Income Housing Tax Credit: 

1. 

NOrW^OFlT ORGANIZATIONS SEEKING TO DEDICATE 
THE HOUSING THEY PRODUCE TO USE BY LOW-INCO ME PEOPLE 
P^ETUTTY HAVE VERY FEW wAyS'TO K) 56 UNb^ fhg" 
tt«RENT TAX CODE WHEN WORKING WITH PRIVATE INVESTMENT 
CAPITAL. 

2. — ^ 

PROPOSED LOW-INCOME TAX CREDIT REGULATIONS WOULD PROHBiT 
HOUSING DEDICATED TO HOUSING THE DISABLED FROM CXrAUFYING 

^ FOR LOW-INCONC HOUSIN<i TAx (WSblTS. 

LO^-INCOME HOUSING TAX CREDITS EXPIRE AT THE END OF TH" 
YEAR IN WHICH THEY ALLOCATED ALLOWING INSUFFIQENT TIME FOR 
A NON^OFIT ORGANIZATION TO DEVELOP A PROJECT AND ATTRACT 
INVESTORS. 

To solve these problems. Common Ground proposes that the law be changed to 
allow or clarify that: ^ 

1. 

PRIVATE INVESTORS SHALL BE DEEMED TO HAVE ENTERED INTO LOW- 
INCOME HOUSING VENTURES WITH NON-PROFIT CHARITABLE ORGANIZ- 
ATIONS "FOR PROFIT*, EVEN THOUGH THEY HAVE ENTERED INTO 
BINDING AGREEMENTS WITH THE NON-PROFIT TO GIVE UP OR TO SELL 
AT LESS THAN FAIR MARKET VALUE A LOW-INCOME HOUSING PROJECT'S 
RESIDUAL EQUITY. ^ 

2. 

CORPORATE DONORS TO A POOLED INCOME FUND (WHICH ALLOWS 
NON-PROFIT CHARITABLE ORGANizATKiNi t6 RECEIVE A DONATION 
OF A PROJECT'S EQUITY) MAY RETAIN AN INCOME INTEREST IN THE 
FWSJDS THEY iXDNATE FOR INVESTMENT IN LOW-INCOME HOUSING FOR A 
PERIOD OF YEARS. r«-^ouN« rw « 

3. 

CLARIFY THAT CONFERENCE COMMITTEE REPORT LANGUAGE 
SPECIFYING -USE BY THE GENERAL PUBLIC Cp. n-95] 
WAS NOT INTENDED TO EXCLUDE FROM LOW-INCOME HOUSING 
TAX CREDlrQUAUnCATION HOUSING DEDICATED TO SERVING 
PEOPLE AFFUCTED WITH A PARTICULAR DISABIUTY. 

4. 

ALLOW NON-PRORT CHARITABLE CORPORATIONS. AND PERHAPS 
OTHERS AS WELL. TO CARRY OVER ALLOCATED LOW-INCOME HOUSING 
TAX CREDITS INTO A SECOND AND THIRD YEAR. IF NECESSARY. 
TO COMPLETE HOUSING AND HAVE IT READY FOR OCCUPANCY. 

•w ^^^^ °^ problems and solutions Is covered In more deUIl In the pages 
that follow. Thnnk you for your consideration of these corrections. We look 
forward to working closely with you as you improve this I^XJortant resource for 
providing low-income housing. if you wish to discuss Common GrorfxJ's proposed 
changeSf Please call the undersigned at (206) 461^4500: 
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PROBLEM: 

N0t4-PR0nT ORGANOZATIONS WWCH WOULD LIKE TO DEDICATE 
THE HOUSING T>CY PRODUCE TO Ug BY LOW>gjCQt^ PEOPLE 
IN PERPETUITY HAVE VERY FEW WAYS lU DO SU UM3tH Iht 
CURRB^ TAX CODE WHEN WORKING WITH PRIVATE INVESTMENT 
CAPTTAU 

SGLUnONS: 

1. PRIVATE INVESTORS SHALL BE DEEMED TO HAVE ENTERED INTO LOW- 
INCOME HOUSING VENTURES WHH J^X^^ROFIT 

ATIONS "FOR PROFTT, EVEN THOUGH THEY HAVE ENTERED INTO 
BINDING AGREEKENTS WITH THE NON^^OFTT TO GIVE CP OR TO SELL 
AT 1 TO THAN FAIR MARKET VALUE A LOW-INCOME HOUSING PROJECT'S 
RESIDUAL EQUITY. 

2. CORPORATE DONORS TO A POOLED INCOME FtTg) ( A WAY TO ENSl^ THAT 
NON-PROFIT CHARITABLE bP5S33ZSTR5f^T5EraviE A DONATION OF A 
PROJECT'S EQUITY) MAY RETAIN AN INCOME INTEREST IN THE FUNDS 
THEY DONATE FOR INVESTI^CNT IN LOW-INCOME HOUSING FOR A PERIOD 

OF YEARS. 

DISCUSSION: 

The current tax code encoorages private Investment In low-Income hcoslng, 
but prohibits Investors, unless th^ wish to lose tax benefits, from agreeing, 
upfront, to give up some or all of the resWual value some years out so as to 
allow that housing to remain available. In perpetuity, to low-Income people. 
On the one hand, the federal government gives up revenue In exchange for 
Investment In low-Income housing, but then limits the benefit It receives In 
return by encouraging or assuming a subsequent sale for the highest and best 
use, a use which often will not be low-Income housing. The Code does this by 
requiring that Investors be engaged In low-Income housing "for-profit." This 
Is Interpreted to mean that an Investor may not give up at the outset Its 
ability to realize the maximize return, through a sale of a bousing project's 
residual value at "fair maiKet value", at some future date. 

Most non-proflt-orovtlzatlons engaged In producing low-Income housing In 
this eraTf a reduced federal role In low-income housing are concerned that 
scarce federal, state, and local tow-income housing subsidies be devote^ to 
houslno that remains affordable to low-income people In perpetultyl Fifteen 
years is awfully short In our view. Unfortunately, we tjelieve others will soon 
better ifiderstand our concrm as prepayments and expiring contracts of Section 
2^6 loans and other federal subsidy obligations drastically diminish our 
nation's supply of low-Income housing. NsxHiroflt organizations need ways to 
ensure that housing qualifying for Low-Income Housing Tax Credits In which they 
participate will remain affordable to low-Income people after the tax credit 
benefits have been exhausted and the required flfteen-year dedication to 
iow-Incon« use has expired. The Tax Cod* makes It difficult to achieve this, 

under the current Tax. Code, non-profit organizations are forced to attempt 
to lock-in low-Income/long-tcrm by roundabcwt methods. These have included: 



Accruing and. deferred Interest-bearing loans to the non-profit's for-profit 
partner which pass on zero-cost public subsidy money coming first to the 
non-profit organization. These are coupled with an option to the 
non-profit to purchase the project at some future date at Its fair market 
value. 

A ground lease from the non-profit to its partnership set to expire so as 
to force low-prices or an advantageous sale to the non-profit at some date 
In the future. 

Liens on the property which restrict Its use to low-Income housing, thereby 
lowering its fair market value 

Common Ground urges the Subcommittee to explore the means to allow private 
Investors to give up the residual value of a low-Income project to a non-profit 
partner without losing important tax benefits 

POCX,ED INCOME FUNDS 

Common Ground, Eastslde Community Development In Indianapolis, and others 
have fotnd a means to use the Low-Income HousI<»g Tax Credit without having to 
risk the loss of low-Income housing In perpetuity. A non-profit charitable 
organization can set up a Pooled income Fund which Invests exclusively In 
low-Income housing. Donors contribute to the Fund and receive in return during 
their lifetime, or that of a designated beneficiary, the benefits that would be 
derived if they Invested directly in that housing. However, a Pooled Income 
Fmd provSdK that upon the death of the beneficiary, their Interest in the 
fund becofmt the property of the non-profit group that established the fund. 
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Common Grourid sees great value In opening this resource to corooratlons. 
!S^f^ ? Boston and CW(^go havTS^llsheSTSS^r^^^ 

mulUple-tlered partnership structures to Invest In low-Income housing In 
partnership with nonprofits. Unfortuiately, the level of complexity and the 
SS, S fi'^in.r'^"^ of projects make such equity funds iirlclllt^o ^ 
cstabU^ In smaller commuiIUes. Pooled income Funds appear to offer a very 
attractive altemaUve for the latter areas, Including Seattle/^ 

Althojgh It Is generally accepted that corporaUons may be donor 
SpSfi^^itSiiri^^ ^'il^^^ Remainder Trusts, the IRS has ruled 
F«S ^^i^^»^i"^r^ corporations may donate to a Pooled Income 

m in ^. the case of a donor who Is not an Individual is 

{1} an Inability to retain an Income interest In favor of the donor " 
Apparently, this ruling Is based upon the fact, that the Pooled incwne Fi«J 

J-R-C. SecUon 642(cX5) speaks only of a donor reuiS^a 
Ufetlnv; Income Interest and corporaUons do not have lifetimes. 

.^^fSSZ^J:^ A048 submitted 

r^^;Hi^"^ : «yRfPf«sentaUve Barbara Kennelly. The blllcaiUIns 

^LnJl'iS Sect^642(cX5) to specify that corporations 

Inve^ In qualified low-Income housing would be deen^d to have a life of 
twenty years for purposes of the Section. This period matches t4 pwlS 
aUowed corporaUons donating to Charitable RemalSjer TrStT 

Pooled Income FtfxJs InvesUng In low-Income housing are In their Infancy. 
?!!^J^ convinced that they will prove to be^a very p^Jar m^£« to 
?^c^t?'^I^l' P'''^^ ^^^^ non^jroflts and donated iXlSLl 



PROBLEM 

PROPOSED LOW-INCOME TAX CREDIT REGULATIONS WOULD PROHIBIT 
HOUSING DEDICATED TO HOUSING THE DISABLED FROM QUALIFYING 
FOR LOW-INCOME HOUSING TAx CRSuITS. 



SOLUnONS 



CLARIFY THAT CONPEREnCE COMMITTEE REPORT LANGUAGE 
SPECIFYING "^JSE BY THE GENERAL PUBLIC [p. 11-95] 
WAS NOT INTENDED TO EXCLUDE FROM LOW-lNCCME HOUSING 
TAX CREDIT QUALIFICATION HOUSING DEDICATED TO SERVING 
PEOPLE AFFLICTED WITH A PARTICULAR DISABILITY 



DlSCUSSiaN 



Common Ground has found that It Is very difficult to provide low-Income 
housing for many of today's homeless and Ill-housed people without confronting 
other problems that may have led to or been caused by poverty such as mental 
Illness, developmental disabilities, and alcoholism, u is estimated that AOX 
of SeatUe's downtown homeless population suffer from mental Illness. Even 
housing for the so-called general public, the generic poor, benefits when It 
can be combined with dedicated programs of employment and coir.sellIng. we 
believe that Low-Income Housing Tax Credit housing should be available to 
disabled populations and that that housing should be dedicated to those 
populations when It will help them back to self-sufficiency and independence. 

We agree that Tax Credit housing was not Intended to include nursing homes 
or Institutions. However, Common Ground has assisted the development of a 
number of projects that simply were dedicated to s particular special 
population that might be visited once a week for a housing meeting by a 
counsellor or where drugs and alcohol were prohibltted to facilitate recovery 
after more Intensive trcatmenL 

Common Ground has learned that the iRS and the Treasury Department favor 
Low 'income Housing Tax Credit regulations that will disallow housing for the 
disabled as qualified housing. Common Ground urges the Subcommittee to make 
clear that it is not the intent of Congress to preclude efforts to provide 
•Txxjsing plus- thiit serves special populations with more than just a roof over 
their head. 
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community associations institute 



1423 Powhatan Street- Suite 7 • Alexar^lria. VA 22314 • (703)648-8600 

MofjOfie A, Peterson. rCAVl® Pres<teftl 

Katharine Rosenborry. P!f<^<ief^i-ttect 

C. Jomc: Dowden, txecu! ve vce Pres^tenJ 



March 15, 1988 



Mr. Robert J. Leonard 
Chief Counsel 

Committee on Ways and Means 
U.S. House of Representatives 
1102 Longworth Office Building 
Washington, DC 20515 



Dear Mr. Leonard: 

The Community Associations Institute offers the following 
statements for the printed record on HR 3663« The Community 
Associations Institute is a national non-profitmembership 
organization for condominiums, cooperatives and homeowners 
associations. CAI has over 9,000 corporate members and 43 
local chapters around the country. CAI's mission of 
comprehensive information for all who are involved in 
creating, operating, and regulating community associations is 
supported through a wide variety of publications, 
periodicals, audio cassettes and workshops and seminars. 

In general we support the testimony provided by Mr. Terry 
Lewis, president of the National Association of Housing 
Cooperatives. But we wish to bring certain other items to 
the Committee's attention. 

Cooperative housing is not the only ownership alternative for 
low to moderate income families. In 1980, the Community 
Associations Institute prepared An Action Manual for Housing 
Ownership and Urban Neighborhoods; An Introduction to Low and 
Moderate Income Community Associations , under a cooperative 
agreement (H-2948CA} with the U.S. Department of Housing and 
Urban Development. This manual sets forth proven mechanisms 
for utilizing the condominium form and the fee simple 
homeowners association form in developing and operating 
limited equity ownership opportunities for low and moderate 
income families. The Office of Community Investment of the 
Federal Home Loan Bank Board has documented several 
non-cooperative forms of low and moderate income ownership 
housing, such as Shannonwood (Tulsa, Oklahoma), Julius Hobson 
Plaza (Washington, D.C.), Chestnut Court (Seattle, 
Washington), La Solana Condominiums (Hayward, California), 
and others. 



Working to Improve Condonr^irnunr^. Cooperative arid Honr^eowrier Associafioris 




303 



CAI urges that the benefits and incentives of HR 3663 be 
extended to qualified condominiums and homeowner 
associations. Like cooperatives, condominiums and homeowner 
associations are potentially subject to Section 277 of the 
Internal Revenue Code, If HR 36b3 is broadened to eliminate 
cooperatives from the coverage of Section 277, we ask that 
condominiums and homeowner associations be afforded the same 
benefit* 

Condominiums and homeowner associations share witn 
cooperatives the concern that interest on permanent reserve 
funds not be taxed as non-member income, because such 
taxation only increases the difficulty which all community 
associations have in establishing and maintaining adequate 
reserves for the future repair and replacement of major 
physical components of their buildings. 

It would benefit condominiums and homeowner associations, as 
well as cooperatives, if government subsidies and grants are 
clarified to be member income. 

Finally, I wish to point out the tax inequities unde" Section 
528, Condominiums and homeowner associations have been 
subject to a 30 percent flat tax rate since 1980, despite the 
reduction in individual and corporate rates in^ 1986. As a 
result, nearly half of the community associations responding 
to a CAI Research Foundation questionnaire in 1987 reported 
that they file form 1120, instead of form 1120-H, in order to 
gain the benefit of lower corporate tax rates available 
through that filing. We believe that if the tax rate under 
Section 528 were lowered to, say 21 percent, many 
associations would switch back to the 1120-H form which is 
simpler for them to fill out and simpler for IRS to process. 
Indeed, given the market today, some associations that file 
form 1120-H have invested their funds in tax-exempt bonds 
because the difference in yields is offset by the potential 
of a 30 percent tax rate, 

I*; it is not possible for the Committee to address the issue 
of a rate change for Section 528 through HR 3663, we urge the 
Committee to consider such a rate change in subsequent tax 
legislation and correct the current inequity. 



R^ejttfully 

ifes^o 
ecutive Vice 
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Statement of F. McDonald Ervin 
President 
Covenant Developnicnt Corporation 
Before the 
Subcoraroittee on Select Revenue Measures 
Committee on Ways and Means 
U.S. House of Representatives 

March 14, 1988 



Mr. Chairroan and Mcrebers of the Subcomnittce: 



I thank you for this opportunity to present the 
following conncnts on H.R. 3663. Covenant Developracnt 
Corporation supports legislation which seeks to preserve 
the stock of low income houising. We believe that such 
housing is best organized and operated on a cooperative 
basis; however, such organization and operation is threatened 
if large anx)unts of income arc taxed at a high corporate 
rate. 

The iimcdiatc problem is taxation of income from 
*'non-mcmhcr"sourccs scpartcly from income from "member" 
sources, as if members of a cooperative can realize a 
benefit from the income from the "non-member" sources. 
In facft the only benefit, if such income is integrated 
with other income, is the benefit of cooperative housing, 
which ts the single benefit which a cooperative housing 
association is establ ishcd^to provide. 

The singleness of purpose of income to a housing 
cooperative- to preserve the housing differentiates 
the housing cooperative from a social club. The latter 
may have income from dues and also income from investments, 
whi'-h arc not necessarily integral to its purpose. 

The use of interest on the invested reserves of a 
housing cooperative illustrates the point of difference. 
Interest, when added to the reserves, helps insure the 
adequacy of rhe reserves for future use, by providing a 
cushion against inflation, and a contingency fund as a 
cushion against unexpected costs. 

There is a method of financial management which Members 
of a cooperative- may take. It uses the income from 
invested reserves to defray the cost of contribution to 
those reserves. This method is different from the use 
of interest junt described. The second method may make 
the income taxable. It more closely corresponds with 
financial management in a social club. 

Section 277 does not differentiate between prudent 
management, which Integrates all Income (or the maintenance 
of the cooperatives, and income which is partly for the 
benefit of members. 

Reference to Section 277 in H.R. 3663 should be 
deleted. The bill, which we hope will become law, should 
more fairly treat taxation of cooperatives by allowing 
Subchapter T of the Internal Revenue Code to govern taxation 
of housing cooperatives* income. Such a method of taxation 
will allow developers of low Income housing to plan accordingly, 
and allow plans to be implemor*ed without threat of taxation 
of income which at best only covets the cost of housing 
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STATEMENT OF ROBERT GORDON 
PRBSIDBNT' 
BAST MIDTOHN BOOSING CONPANY* INC. 
BBPORB TBB 
SUDCONHITTBE ON SELBCT R2VBN0B NBASORBS 
COKMITTEB ON KAYS AND NBANS 
ONITBD STATES HOOSB OP RKPRESBNTATIVHS 



Harch 14, 1988 



Honorable Mr. Chairman & 

Members of the Sub-Committee: 



I am the President of Ba&t Midtown Plaza Housing Company, 
Inc. ("BMP"). The BMP cooperative is located on the block bounded 
by Bast 23rd Street and First and Second Avenues in the Borough of 
Manhattan, New York. It's office address is 319 Bast 24th Street, 
New York, New York. BMP is a low and moderate Income housing coop- 
erative organized under the New York Private Finance Law and whose 
mortgage is insured by the Secretary of the Department of Housing 
and Urban Development under the provisions of section 223f of the 
National Housing Act. I believe the experiences of B'^P way be 
Instructive to the members of your subcommittee as they have par- 
ticular reference to sections 5 and 6 of proposed HR3663, and I 
thank you for the opportunity of sharing them with you. 

I speak for all 746 cooperative families at BMP (and I am sure 
for all other coopcrators similarly situated) In thanking Chairman 
Ranqel and the other subcommittee members for seeking to preserve 
and augment housing opportunltlc^s for low And moderate Income 
families. 



DISCDSSION 

BMP was created under the provisions of the New York Private 
Housing Finance Law some 17 years ago with subsidy assistance of 
the City of New York, to house low and moderate Income families. 
Some 8 years ago It refinanced It's underlying mortgage so that Its 
mortgage holders were afforded mortgage Insurance under the Nation- 
al Housing Act. Accordingly, It Is required to maintain In accor- 
dance with a regulatory agreement substantial replacement reserves 
mandated by the mortgage documents. 

BMP was onstructed on a site acquired by the City of New York 
under a Urban Renewal Plan which the City financed with federal 
funds again, under the National Housing Act. it's development Into 
the present cooperative Included Income limitations, provisions for 
the rehousing In BMP of Individuals displaced by the Urban Renewal 
Program, and provision for the creation of commercial store space 
the priority of occupancy of which, had to be granted to commercial 
businesses displaced by the Urban Renewal Program. 

In the past two years the Internal Revenue Service has com-^; 
menced an audit of BMP's tax returns for the 1982 through 1985 
fiscal years. The service within the past month advised BMP that 
for the years In question It Is in deficiency In tax payments on 
the order of $1,245,000.00. 

The Service findings relate to section 277 of the Internal 
Revenue Code and assert that under the Code, Income that BMP 
received from Interest on Its reserves (substantial portions of 
which are mandated by the Federal Government* are taxable; and that 
Income that BMP receives from Its commercial itore space (mandated 
by the governmental authorities that fostered BMP's development. 
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and supervise it) is taxable, in addition, the Service clairaed 
that EHP is also taxable on income derived from the excess of the 
interest paid by EMP to its mortgage holder (an agency of the City 
of New York) over the interest received from the mortgage holder on 
the bonds the agency issued and which are secured by the mortgage. 
That differential is not received by EMP, rather it is applied 
against debt service payable by EMP on a subordinate mortgage held 
by the City of New York. 

Based therefore on the Service contention that Section 277 of 
the Code applies to cooperative housing companies, t.nc Service 
• asserted that for the tax years from 1982 through 1985 EMP owes in 
additional tax in excess of $1,245,000.00 which, with interest is 
estimated to exceed $1,500,000.00. 

If the Service position is upheld, (and EMP intends to contest 
that position vigorously) the consequences will occasion a rent 
increase that the cooperators of BMP shall have to face of some 45% 
of present rent (maintenance) to defray the expense of the claimed 
deficency, and an annual further increase of approximately 12 to 15 
percent to cover claimed taxes for each ensuing year. 

EMP cooperative families like others in similar governmental 
housing programs are required to resell their apartments when they 
vacate EMP at es.^entially the price they paid for them. Thus, the 
governmental programs under which EMP was built prohibits resale by 
a cooperator at a profit. The rents EMP charges its cooperators 
are similarly regulated and of course EMP as a cooperative gene- 
rates no profits. I^s reserves are in part mandated by the govern- 
mental programs undei which it operates, and those reserves it 
maintains under prudent management principles, are maintained 
specifically to provide for a means tor leplacing it's physical 
plant over vime. The r<>serves it invests, generate interest and 
the earnings of the reserves permit BMP to avoid assessing i,fi low 
and moderate income cooperators for needed replacement work or 
borrowing funds which woulc increase rent to cover the debt service 
of such borrowed funds. 

BMP generates commercial income as mandated by its governmen- 
tal sponsors in order to provide neighborhood shopping for its 
cooperators; to further offset the cost of housing it's low and 
moderate income inhabitants and; was created with commercial store 
space under governmental mandate to place relocated mercha.^ts in 
such spaces pursuant to the governmental program seeking to allevi- 
ate the consequences of site clearance. 

I submit to the Members of the subcommittee that the experi- 
ence of BMP is particularly relevant in the Members consideration 
of im3663. Our cooperators and their families are already strug- 
gling to to defray the monthly maintenance charges that they must 
pay to BMP. The position of the Internal Revenue Servir^ if it is 
upheld, will doubtless m^ke it impossible for many of our families 
to meet the increased expense of BMP apartw^ ^ts. Utilizing those 
of EMP's reserves as ma' be used for operational needs, to pay the 
taxes the Service would impose would denude this cooperative of 
needed funds for future maintenance and replacement. Further 
borrowing to meet the Internal Revenue Service claims would obvi- 
ously increase further, maintenance charges to defray debt service 
costs. Application by the Service of Code section 277 to EMP and 
similar cooperatives would thus wreak havoc with the salutary 
government purposes which all levels oi local and the federal 
government have combined to accomplish, the housing of low and 
moderate income families. 

Under the terms of BMP's mortgage documents, and under present 
law, BMP can elect to repay its mortgage indebtedness and be 
relieved of governmental regulations as to maintenance or rent 
levels, and non-profitability some 20 years after it was created. 
Thus, within three years, BMP would have the opportunity of deter- 
mining whether its limited profit, limited equity position would 
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continue or, end. The escalation of ^Intonance levels t.^rjpelled 
by the position of the Xntern«il r^^'e'tk^ Service and the Additional 
tax expense visitod upon BMP \fil% ^ y^n^xt* Cooperator^ whbue rent 
levels will be forced higher, to fj^ffoy* the additioital income taxes 
assessed by tht: Service will, for th^i* edonoroic well being have to 
consider the 0(/cioR of freeing t:tiy>^ ^ccia^ regulat*.on. If they are 
unable to defray the increased rent ^liCt would thus ^luave t< vacate 
their apartments, they would havo tt (;onsider t>,e rlbi^Uability of 
resale of their apartments on the froa market, o:f regulation/ 

as a desirable alternative to vacating their o* irtmunts because 
they cannot afford to pay the rent. Thus it in {cisible that ine 
Internal Revenue Tervice tnay compel the termln^itiun of the^ very 
class of housing your subcommittes is valiantly seeking to foster 
and preserve. 



RELIgr RgQOESTBD 

We appe-jil to members of the subcommittee to adopt a measure 
that would determine that no^tion 277 is inapplicable to the types 
of income described above low and moderate) income housing coop- 
eratives, even if the Courts ultimately hold that section 277 does 
apply to such 'Cooperatives. Of c«'^urse the legislation should indl* 
cate no Inference is to be drAwn from the adoption of the proposed 
legislation as to the applicability of section 277 of the Code to 
houaing cooperatives. 



* • * 

On behalf of the 746 families of the East Kidtown riasr. cccp- 
erative, X thank you for your concern for continuation of success- 
ful programs for affordable housing for low and moderate income 
families and, urge you to support legislation that will permit its 
continuation. 



Respectfully Submitteds 
EM^T HIDTOmi HOUSING 

cDMP^Kr; ^c. 

Bv: _\LI ^//7tC 

t^bert Gordon, President 
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March 7, 1988 



ATTORNEY ATl/W 



HERBERT H.R$HQ? 




Mr. Robert J. Leonard, Chief Counsel 



Committee on Ways and Means 
U. S. House of Representatives 
1102 Longworth House Office Building 
Washington, D. C. 20515 

RE: HR "3663 / 

Dear Mr. Leonard: * 

Please provide the Cormittee on Ways and Means and to Its Subcommittee 
on Select Revenue Measures this communication. 

I am an attorney with 36 years of active practice experience in Milwaukee, 
Wisconsin and Chicago, Illinois. For the past 26 years I have been Involved 
as a participant and an attorney in cooperative housing. Both my own 
experience as well as statistics available thro"Gh the Department of Housing 
and Urban Development substantiate that the cooperative housing form of 
ownership provides the most stable and well maintained properties of all 
of the HUD programs for families of all income levels. Unlike other forms 
of home ownership. Its successful experience Is shared by all income level 
families from the cooperators to tiie high income cooperative shareholders, 
all sharing one common experience dhd goal: the perpetuation of democractically 
operated cooperative communities providing well maintained housing in accordance 
with Its owners' abilities and meins. 

Assistance in avoiding undue burdens which have no or little significance 
in the revenue generating abilities of our Internal Revenue Code deserves 
favorable attention to these simple and basically non-controversial requests. 

HR 3663 should provide that Section 277 of Internal Revenue Code relating 
to social membership organizations Is not applicable to cooperative housing 
corporations as defined in Section 216 of the Internal Revenue Code. 

It should further define as member or patronage source income or Income 
earned or received to facilitate the principal purpose of the cooperative 
as the following: 

A. Government subsidies (such as Section 8 housing assistance) and 
grants; 

B. Insurance proce Is which are placed in a reserve for repair 
or Improvement of the prope ty; 

C. Interest on mortgagee, mortgage Insurer or governmental agency 
and other reasonable reserves and escrows related to the required principal 
purpose of the cooperative housing corporation; 

D. Commercial Income in Cooperatives housing low and moderate income 
famll les. 

The bill should also utilize a principal purpose test In place of the 
80-20 test. 

Very truly yours. 




Herbert H. Fisher 



HHF.1 
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Honorable ftill Green 



A Representative from the State of New York 



March 198fi 



Mr. Chairman and Members of the House Ccnmittee on Ways and 
Means, thank you for the opportunity, to offer some comments on HR 
3663, a bill to ai;:end the Internal Revenue code of 1986 to provide 
incentives to prevent the loss of 1o>f-income housing stock. There are 
several key provisions in this bill which concern housing cooperatives 
which I should like to address. 

As a Member of Congress with a large number of housing 
cooperatives in his district, I am concerned that thiscbill, by 
providing relief only to limited-equity housing cooperatives as 
defined by the Tax Reform Act of 1986, is too limited in scope. I 
strongly believe that it would be a mistake to divide our forces with 
a bill which is excl usively limited to low income housing. Ue must 
not forget the much larger group of housing cooperatives which is also 
confronting the adverse tax consequences of the application of Section 
277 of the Internal Revenue Code and the 80/20 income requirement of 
Section 216. Let me explore these two concerns more specifically. 

First, as you know, current Federal law permits a co-op 
"tenant- shareholder" to deduct from federal income tax returns his 
proportionate share of the corporation's expenses for interest and 
real estate taxes only if conmercial revenue totals no more than 20% 
of the corporation's gross income. No stockholder is permitted to 
receive any distribution not out of earnings and profits, except in 
the case of liquidation. Thus, at least 80% of the gross income for 
the taxable year must be derived from "tenant-stockholders," as 
defined by the code. I do not think we are well -served by exempting 
only limited-equity housing co-ops from the 80/20 income rule such as 
is proposed in HR 3663.' I believe that at a minimum the application 
of the 80/20 test should be modified, or preferably repealed and 
replaced with a principal purpose te.t for all housing cooperatives. 
In many parts of the country it is normal for apartment housing to 
contain professional offices or retail establishments; ther^ appears 
tc-be no reason to penalize co-ops that follow that normal practise. 
In some cases, housing co-ops have had to hold commercial or 
professional rents artificially low to meet the 80/20 test, su.ely a 
result unanticipated by the drafters of Section 216. 

Second, there has been a great deal of debate as to whether 
Section 277 applies to housing cooperatives. As you know. Section 277 
was enacted by the Congress in 1969 and was intended to apply to 
social clubs and other membership associations. It provides that such 
organizations may be required to pay taxes on income that is defined 
by the IRS to have rio relationship to the organizations' primary 
purpose. In the last several years, however, the IRS has increasingly 
sought to broaden the definition of what organizations are included in 
the phrase "membership associations," and has included residential 
associations and cooperative housing organizations in that category. 
In recent years fpany cooperatives have come under audit for 
application of Section 277. In view of the specific applicability of 
Section 216 to housing co-ops, application of Section 277 is 
unwarranted, and Congress should make that clear. 

In conclusion, while there are special problems applicable to 
certain government assisted co ;ps, the 80/20 problem and the Section 
277 problem apply to all housing co-ops and should be dealt with as to 
all of them. 




310 




HAMILTON PLACE. GREENSELT. MARYLAND 20770 



GREENBEtT HOMES, INC. 



ArtaCooeMt 474^^$\ 




March 3, 2988 



^.e Honorable Charles B, Rangel 

Chaixran, Subcantnittfe on Select Reven-je Measures 

Qnsittee on Kays and Means 

U.S. House of Represenzacives 

1102 Longworch Buildi:^ 

Kashingpon, X 20515 

Dear Chairr&n Rangel: 

Ke are s-.initting a written scateaent for the record of the public hearings on 
March 2 and 3, 1988, concerning "the role of the tax policy in prcservi g the stock of 
low incaae housing. ZHiis stateraeat is pursuant to inscrjctions concamed in j-oar 
press release t8 dated Wednesday, Febrriary 10, 1988. 

Greenbelt Kooes, Inc. is a 1,600 unit rjcrber-owned, not-for-profit ho-jsirg 
cooperative which was founded in 1953 throu^ a conversion of hones developed irf the 
United States Public Housing Adrainistration. G.H.I, has a rather diverse ne:±>ership 
With a broad ^sectnra of incccies, Kff-«ver, the rajocity woald be classified as 
moderate to niodle incone persons, The cooperative is here to a significant nuni)er 
of s^J.or citizens, single parents, a-id Icw-incooe f and lies. 

We have reviewed House of Representatives Bill #3663 entitled the •Low Incocae 
Housing Tax Act of 1987". As one of the largest providers of horae ownership 
opp ort unities for low a.Td noderate inccne farsilies in the Washington area, we support 
enactraent of H.R.3663, which will help to preserve the IL-w-ted stock of low incorae 
housing that presently exists. Fev initiatives have surfaced curing the last eigfit 
years to preserve affordable housing. Mar^ actia'^.s have been taken to reduce or 
eliminate prograras that formerly produced such housing. Enactn«nt of H.R.3663 should 
help stera the attrition of this scarce and valuable resource. If this legislation is 
not enacted, the displacement v^ch wcxild result frcra lifti.*^ the restrictions on 
housing developed under Section 221(d) 4 could be severe. 

G.H.I, is a narket ecuity cooperative a.id wDuld receive no benefit froa Sections 
V and VI of H.R.3663. However, we belong to a regional association ~ the Eastern 
cooperative H /using Organization (EOiO^ — wich contains ra-iy limited equity 
cooperatives, as does the Kational Cooperative Business Association, of which we are 
a nerber. Osr observation is that lindted equity housing cooperatives provide a 
unique opportunity for fasdlies of lew and moderate incorae to attain the benefits of 
hone ownership. Due to cost constraints, the private sector is unable to offer such 
ownership opportunities to these fasilies. The liijited equity principle preserves 
these cooperatives as affordable housing for future generations. Enactment of 

Sectian VI of the bill would assist such cooperatives to retain adequate reserve 
runds to neet their goal of providing a permanent lew and noderate incorie housing 
resource. 

The dwelling units which corprise Gree-nbelt Koraes were cons^cted in 1937 a-nd 
1941. Greenbelt narked its 50th Anniversary in 1987. We, a.nd the other ECHO coops 
(\*tj>ch are of s—Tilar vintage) have devoted' considerable effort in analyzing the 
necessity of establishi.ng reserve funds to e.nsure tineiy replacement of building 
ccrponcnts in order to rake our cooperatives last another 50 years. In t.he early 
1980* s, Greenbelt Hones borrowed approximately SIB nillion dollars to fund a 
ccrprehensive rehabilitation of our ccrnainity. Needless to say, we will be payir»g 
interest on those funds for the next 20 years (and our nerrbers will be deducting that 
interest frora their inccrc taxes). G.H.I, does not want to repeat this process 
within the next 50 years. Our Board of Directors has aOcpted a policy whereoy we 
will save the necessary reser»;es to avoid such future iiorro^c-.ng. Other ECHO coops 
discussed this at our annual ccnfercnce and have begun a sirj.lar plan-mr^ process. 
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Too o*ten ir. the history of the United States housir^g has been viewed as a 
disposable'coxodity. Ite current fcudoet pressures at the federal, state, a.Td local 
level randate that w-e naxL-site the effective life of all of Aacrica's housing 
resources, particularly if we are to peet the goal of the 1937 Housing Act of 
-providiftQ a decent here for every ;;.'rerican-. A decision to tax the interest incone 
carRod on reserve funds, which incoae could otherwise be used for the purpose of the 
reserve, would contradict these efforts to ceet the stated purposes of *cnerxca s 
housing policy. 

The policy contained in Section VI of H.R.3663 is the most cost effective roear^ 
avaUable to preserve Pjaerica's affordable bo-^ing stock. For this reason, w« would 
not be adverse to exoanding the scope of the bill to treat interest on randatory and 
reasonable reserves and escrow's for all housing cooperatives as nenber inccne under 
Section 216 of the Internal Revenue Ctode. 




Scoe DKbers of our corcLnity receive rental assistance under Section VIII of 
the United States KousL-^ Act and sL'tilar prograras. ir.ese programs provide a 
valuable service in enablL^g low and soderate incope persons to reside m cowmmties 
such as Greenbelt. We pride ourselves on the diverse socioecononuc raiwj^) o* our 
ccnniaiity. we, like other coc^, would appreciate it if the bill could be amended to 
clarify that such goverment subsidies and/or grants are nerber inccne under I.R.C. 
Section 216., G.H.I, rakes no distinction ^.ether conthly co<^rative fees (carrying 
charqes) are received directly free the server or throu^ an assistance program such 
as sStlon VIi:. "niis Is as the goveirrxnt Lntended, and such a clarifying a=«n<iaenv 
would only confira that fact. 

Ve tharJc the Comittee for the opportunity to subcit this itateraent f or the 
hearing record. The last ei^t years have witnessed the retrer^Tn«r.t and, in sa^ 
cases, toial disrantling of rany of the federal housing programs w*iich con^ibu^ to 
a dranatic irnrovensnt in the nation's housLng stock over the ^ast 50 years 
isnrovesaent which was unprecedented in the anr^ls of western civilization. Greenseit 
Hoacs and our sister cooperatives in ECHO were constructed as a means o£ iiqplcnenting 
teerica's housing policy which was first set forth in the National Housing Act o. 
1937. we view h:r^663, the Low Inccne Housing Act of 1987, as a st^ to preserve 
the oains which were irade over the last 50 years. We hope the Comittee reports 
favorably on this n:ch needed legislation and that it will be adopted by the House 
and Senate. 

Please feel free to call upon us if we can provide any additional infomation or 
supporting docunicntation. 

Sincerely, 



irgar«fc Hogensen / 



Kargar 
President 



Ronald Colton 
General Manager 



ERIC 
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FRANK J. GUARINI 



A, 
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March 17, 1988 



Hon. Dan Koscenkowski 

Coomiccee on Ways & Means 

1102 LongtforCh House o££ice Building 

Washingcon, D,C. 20515 

Dear Mr. Chairman: 

I aa wricing co requesc chac Che enclosed reporc encicled "The 
Preservation of Lou and Moderate Incoae Housing in che Uniced Scaces 
ot' America/' be included in che hearing record on low income housing 
which was recently held by che Selecc Revenue Measures Subcoamitcee. 

Thank you t'or your assiscance in chis aaccer. 

With kindesc regards. 




Mecber of Congress, 



fJG:sc 
Enclosure 
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THE NATIONAL HOUSING PRESERVATION TASK FORCE 

1625 Eye Street NW~Suite iOiS 
Washington, DC 20006 



Febniar\- 15. Um 



Mr. Daniel G. Grady 
Chairman 

The National Advisory Council of 

HUD Management Agents 
1625 Kye Street, NW 
Suite 1015 

Washingt o n . DC 20006 



Dear Mr. Grady: 

It is an extreme pleasure to forward to yoii under to\ er of this letter the Report of the National 
Housing Preser\'at ion T^k Force on the preservation of low and moderate mcomc housn^sforthe 
United States of America. 

This Report is in response to action taken by The National Advisory Council of HL'D Management 
Agents in March 1987 tosponsor a task force that would address the serious national problem of a 
potential loss of the inventor>- of privately ow ned assisted housing presently serving families of 
low and moderate income in the United States. The findings that would result from this effort 
would be furnished as a report to the Council for its presentation to the United States Congress as 
recommended solutions to the problem. 

This task force was to be representative of the assisted multifamily housing industry nationally, 
with its select membership reflecting the collective experience of those engaged first hand in 
tenant advocacy, statcand local government, management, ownership, finance and the legal 
profession. 

As you know, this did lead to the establishment of the National Housing Prescrv'ation "Risk Force, 
as intended. Since its first meeting in April 1987» the membership of this T^k Force has worked 
diligently on the complex social and financial issues that surround the problem. Throughout, there 
has been a strongconcem for objectivity and for the need to establish responsible positions that 
are in the best interests of the United States of America. It is tnisted that the results of this effort, 
as contained in the attached Report, will be found consistent with those concerns. 

The membership of the T^wk Force joins me in expressing our appreciation to the National Advisory 
Council for the opportunity to contribute to a solution of this serious problem and wishes also to 
compliment the Council on its splendid initiative to address the problem so directly. 

Sincerely yours. 



G. Lindsay Crump/ CPA/ 
General Chairman 

National Housing Preservation THsk Force 
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FOREWORD 



The supply of aff(»ntal)!c hoasm>* for low 
and mmleniU' mconie households of the 
United Statc^ »s an incre;LsinjU> senoits 
national hrohlem. 

While the Rap between supply ami demand 
for this housing ha.s been increasing, the proh 
leni may soon reach cnsis pn)p()rtions Injcause 
the present inventory of privately owned, 
assisted housing Is iMjing threatened l)y expir 
ing Federal and private commitments along 
with an al)scnce of any a ffimiative. Federal 
action to maintain and expand the low and 
moderate income housing stock. 

In response to this i ^tional dilemma the 
National Housing Preservation l^isk Force has 
come together, under the sponsorship of the 
National Advisory Council of HUD Manage 
ment Agents, with a mandate to examine the 
problem and to provide recommended actioas. 

Mem^>crship of thelUsk Force has been com- 
prised of twenty-seven leading experts drawn 
from a broad spectrum of interests in multi- 
family rental housing, with extensive experi- 
encf. in property management, ownership, 
tenant interests, the legal profession and the 
administration of government programs. 

In carrying out its mission, thel^k Force 
has focused on the preservation of the existing 
inverivory» leaving to^others the important task 
of determining how additional affordable 
housing should best be provided. The TUsk 
Force has convened repeatedly since April 29, 
1987 in the form of six committees and in full 
session. It has had the encouragement of the 
Department of Housing and Urban Develop- 
ment and of the staffs of the Subcommittee on 
Housing and Urban Affai r> of the Senate Bank- 
ing, Housing and Urban Affairs Committee, 
and the Subcommittee on Housing and Com- 
munity Development of the House Banking, 
Fmance and Urban Affairs Committee, as well 
as the assistance of the staff of the National 
Advisory Council' 

This Report is the product of that work. It 
has been developed with sincerity of purpose 
and has been motivated by a deep concern for 
an adequate supply of affordable shelter for 
low and moderate income Americans. The con- 
clusions and recommendations* it contains are 
believed to be in the collective best Interests of 
all Americans. 



This Keport reflects the tonsensus of the 
diverse views of the mem!x.'rs of the'KLSk 
Forte. Althougli there were differences among 
the members of theTosk Force on individual 
Issues and no individual memlier nec«>sarily 
endon>es every recommendation, no minority 
report has been drafted because we were able 
to reach broad areas of agreement on these 
important matters This Report is the product 
of the individuals who served on the TUsk 
Force and does not represent the position of 
any organization or institution with whom 
those individuals may l>e associated. 

Thelksk Forte recognizes that many of |ts 
recommendations will require changes to 
eXLstingstatutes along with, in many 
instances, specific at tion in appropriations 
bills. It urges the Administration to endorse 
the necessary statutory changes and to seek 
enactment of those changes this year It fur- 
ther urges that the HUD budget request for FY 
1989 be revised to include the additional fund- 
ing called for in this Report. Congress is urged, 
then, to enact these statutory changes and 
take the necessary appropriations actions. 

At about the time the work of the 'Risk Force 
was concluding, the Housing and Community 
Development Act of 1987 was given final 
approval by the Congress. We commend the 
Congress for this action and the F'resident for 
his recent signature of this important legisla- 
tion. The "Risk Force did not have an opportu- 
nity to consider the final provisions of the 1987 
Act but it does applaud the Congress* recogni- 
tion of the msyor threat to the nation's supply 
of low and moderate income housing posed by 
impending mortgage prepayments and expir- 
ing housing subsidies. We trust that the recom- 
mendations contained in this Report will assist 
the Congress to take the next step toward 
resolving these matters on a permanent basis. 



G. Lindsay Crump/cPM 
Chairman 

National Housing Preservation Tbsk Force 
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Executive summary 



The Problem 

The Report addresses the serious national 
problem of the potential loss by the year 
20(X)of a very substantial portion of the 
existing inventory of privately owned, assisted 
rental housing for the low and moderate 
Incomt'. This loss would start occurrinfj at th e 
same time that the supply of affordable hdus- 
infi. In general, is becoming increasingly short. 

While the T^k Force's study has revealed a 
complex Involvement of Jpgal and social issues, 
conflicting persi>ectives among the principal 
parties, and ultimate pubhc obligations that 
arc fundamental to the success of any pro- 
posc<l solutions, the dmien:ionsof the problem 
are clear. They arc: 

• The potential loss from the existing inven* 
tory Is between 1.2 million and 1.5 million 
units by 1995 and over 1.8 million units by 
2000. 

• While most attention has focused on the 
potential loss from the inventory as the 
result of mortgage prepayments, much 
greater losses will occur as the result of 
expiring Section 8 contracts. 

• Thenumberofunitsln221(dX3)and23r> 
projects lost through prepayment could be 
sharply increased as the result of the expira- 
tion of project-based, rent-subsidy contracts 
and the lack of funds for caplul repairs and 
iiO})rovements. 

• Notwithstanding the necessary participation 
of the tenants and the owners in achieving 
solutions, the Federal Government must 
accept the major responsibility for positive 
remedial action if solutlonsare to be found. 

A re-establishment of the public/private 
partnership that created this housing is neces- 
sary to create a workable environment for the 
solutions being proposed. 

Only through such a reestabllshment can the 
sometimes conflicting positions of owners, ten- 
ants and the vanous levels of government be 
brought together to assure that: 

• the obligation of the Federal Goven-ment to 
preserve the existi:»g inventory of low and 
moderate income housing is reaffirmed. 



• the contract ual rights of the owners are pro- 
tected, and 

• every existing low or moderate income ten- 
ant of a project whose mortgage is prepaid Is 
provided continuing, affordable .shelter. 

A Measuremeni of the Problem 

The existing inventory of privately owned, low 
and moderate income housing consists of 
approximately 2 million units receiving assis- 
tance in specific projects (project-based) and 
about 960,000 units occupied by tenants 
receiving assistance under the Section 8 certif- 
icate or voucher programs (tenant -based). 

The threat to this Inventory arises In three 
principal areas: 

2. The Prepayment qfMortgages-y^hcn the 
mortgage is paid off on a HUD-isslsted project, 
HUD'S controls over that project cease, such as 
those limiting occupancy to low and moderate 
income tenants. Also, the favorable financing, 
which Is the subsidy for 22 l(dX3) BMIR and 
236 projects, ceases. According to HUD— 

• 360,000 units, out of the total 604,000 units 
in 221(dX3) and 236 projects with mortgages 
insured or held by HUD, are eligible to be 
prepaid after 20 years 

• the remaining units are in pnyects (non- 
profits, cooperatives and projects receiving 
rent supplement assistance) whose mort- 
gages cannot be prepaid without HUD 
approval 

• by 1995, prepayment-eligible mortgages cov- 
ering316,000 units will have attained 20 
years 

• total prepayments are expected not to 
exceed about 154,000 units because of such 
factors as project location, physical condi- 
tion of the project, owner preferences and 
restraints imposed in con nection with other 
subsidies provided the project. 

The Tbsk Force estimates that total prepay- 
ments should be below 100,000 units and could 
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to IIS low i\$ r)(),(K)() iinit.s, provided pn)|)or 
inwntlvos arc provided to owners. 

TlieTLsk Force believe.Ntliat pro|wynientsof 
FmllA Section 510 mort^nges and Mate' 
flnancoil 206 inort^ci^es .Mionld Inith l)e 
minimal. 

2. Expiring Subsidics^\lci\U\\ subsidies 
under the several Section 8 prot^rams arc avail 
able for .specific time |)crlo(Ls, i?cnerally shorter 
than tlic 30 to 00 year temis of project mart 
gagcj*. These terms arc T) yea re for voiichen*, 15 
yean« for loan manaj;ement.setasides(LMSA), 
moderate rehnl)ilitationand certificates, and 
20 years (common) to '10 years (rare) for new- 
const met ion an J substantial reliahilitation. 
Tliesc temis cannot be extended without stat 
utory change In tvome cases and witliout signif- 
icant Federal budgetary impact in all c:ises, 
Ttie present distribution of these subsidies is. 

♦ 280,000 UMSA units presently assist almost 
one-balfof the Inventory of 22 1(dX3) and 
2a() units; the contnictson at Ic.tst 100,000 
c5 .nese units will expire l)y 1995 ami almost 
all will have expired by 2WM); the.se expira- 
tions will seriously jeopardize tl-e financial 
stal>ility of 221(d)(a) and 23G projects 

• over 700,000 units arc receiving Section 8 
assistance In newly constnictetlor sul»stan- 
tially rehabilitated pnyects; these contracts 
will start expiring in 1096, with 200,000 
units off subsidy by 2000; 180,000 of those 
200,000 units could be removed from sub- 
sidy by 1994, if owners elect not to renew 
contracts at the end of their second or third 
five-year terms 

* over 100,000 uniUs are in Section 8 moderate 
rehabilitation projects; contnicts on 90.000 
units will have expired by 2000 

♦ over 900,000 units are oceupiecl l)y tenants 
using Section 8 certificates or vouchee, con- 
tracus on at Iea.st 036,000 of these units will 
have expired by 1995, with almost nltof the 
remain(ierexpire<l by 2000. 

5. ^^hysical Conditlon-Myout 33 percent of 
allc!der, HUD nuiltifamlly projects have hlgli 
repair needs or very little cash flow to meet 
ordinary repair needs* This percentage is 
Mieved to l>e higlier in low and mmlerate 
income projects, and the lack of funds to meet 
increasing cai>ltal replacement and improve 
ment needs in these projects is ex|>ccted to 



lead to l>otli increased mortgage defaults and 
mortgage prepaymejits. 

Tlic lovses to the ijiventory of low and mod* 
crate income housing, through both pre|uy» 
ments and expiring subsidies, could start 
occurring in significant amounts in 1989 and 
by 1991 could excer « 200,000 ujiits |)er year. 
As this starts to occur, there is little likelihocMl 
of any change fruni the present situation, 
which finds the gap between tlie supply of 
Iwusing for the low and modenUe income aiul 
the need fcr such housing l)enig at its widest in 
many years Tills has l»een exemplified !)y slg« 
it.ficant incr?ascs in low income households, 
millions of wwom are paying over GO |)ercent of 
their Income i'or rent, and th» estimate<l 
700,000 homeless, many of them families with 
children. 

While thisfiap has been widening, the Fe<l> 
eral Government has been making sharp cuts 
\i\\{s low and moderate income housing pro' 
grams and removed most tax incentives for 
owning such liouslng with enactment of the 
'i^ Reform Act of 1986. It, further, has made 
no plans to deal with the Impending losses 
from the inventory, let alone meet the nation's 
other growing low and moderate income hous- 
ing needs. 

The Conflict of Perspectives 

During its elglu-montli study, the Task Force 
dealt continually with the confiicting {K)sitions 
of the tenants, the owners and the Federal 
Government. Only by returning to the funda-^ 
mental reasons why the housing was created 
could these confiicts be put into a basic per^ 
speqtive from which the Task ^orce itself could 
function effectively. 

From that basic pcis|)cctlvc there is much 
evidence that the housing has worked gener 
ally as intended. At thIs|X)int, thegoveniment 
has met a puldlc obligation l)y providing the 
liousing; many millions of persons have 
e(\ioyed affordal)Ie housing that otherwise 
would not have been available; and owners* 
iiave had an op|>ort unity to realize their vary* 
ing financial and/or social olijectlves. 

Still, separate, confiicting perspectives of 
the parties do exist: 

• Residents of the existing stock know that 
they may have no place to go if their present 
liouslng becomes unaffordahle. Therefore, 
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tliey feci that tlicy must l)o Knarantml a 
continuation of affordable siicltcr. 

• Tlic owners Ix^Iivvc that t iicrc is a clear con* 
tractual right to prci>ay their mortgage and 
chatigc the tiseofthe project, without any 
continuing Hnanciat obligation to .sultsidize 
the rent of their present tenants. The own- 
ers aLv> iK'Iieve that so long as Federal con 
straints continue on use and on the manner 
of pr<Ject operations, the Federal Goverti- 
ment ha.s an obligation to provide a renewal 
of rent subsidy contracts If that subsidy sup- 
\K>Ti Is critical to the continued viability of a 
project! 

* The Administration's position ott low and 
moderate income housing Is generally at 
odds with the concerns of Imth tenants and 
owners. Tliesc differences arc: 



OwnrMrnant 
concerns 

A wl<lcninj( gap \* 
nccurrinrt bctHCcn ihc 
supply of and the 
dcnund for afford ai>Ic 
Itousinit, 

Utnti (vrrni l>n»K^* 
l»s<Hin*nt>ul»ldyN 
esNcntUI lo continued 
prtject vlal>lli(y. 

Tlio tenant U concerned 
alKHit dispUcement for 
amy reason in a light 
hou%ing market. 

The need for k>wC(>»t, 
ca|>Ilal'itnproveniem 
funds is >eriou« and 
ftTOwinit, 



Administration's 
Position 

Tlic Qui^tion is only one 

ofBffordal>lliiy,n<)t 

supply. 



Shorts erm hou>ing 
vouchen prt>vidc an 
acc«*ptaMe »ul>Mitule 
for J>rnject*l>a.sed 
>ulrtldy, 

lloui^nj; voucher* will 
«atUfyihe prt>bletn, 



Noaciivesupjtortfor 
ftu<h fund<< 



Tl»e nature of the ownership of assisted 
housing further complicates the problem. The 
mjjority of project ownership Interest is in the 
hands of passive, limited'partner investors, 
who purchased those interests solely for busi- 
ness reasons. Owners of these projects arc now 
faced with expiring tax benefits, phantom 
income (taxable income In excess of cash flow) 
and questionable project residual values due to 
the effects of the Tax Ileform Act of 1986. At 
the same time, the neod for capital repairs is 
growing while project cash flow is limited. 

This Is the context In which an owner must 
decide a project's future course when its mort- 
gage liccomcs eligible for prepayment. Wlien 
that decision is to l>o made by a limited px v 



nershlp's general partner, the limlted'partner 
investors will expect it to be made in a 
business-like fashion in keeping with the gen* 
eral partner's fiduciary obligation to them. 

Conclusions 

Every reasonable effort must Ih? made to pre* 
serve the existing stock of privately owned, 
low and moderate income housing. 

For these efforts to be productive, it essen- 
tial that there l>ca revlullzation of the eirtler 
public/private partnership. Tlie Federal Gov- 
ernment should serve as the convener of this 
revitalized partnership; In turn, state and local 
governments and private owners must actively 
work whh t he Federal Government. 

While the solutions must be Individually 
structured to fit the unique circumstances of 
each project, they should all fall whhin one or 
more of the following three categories: 

• incentives to Induce owners to retain their 
projects' low and moderate Income 
character 

• long-term renewal of project-based, rent- 
subsidy contracts 

• loW'Intercst loans 'or project repairs and 
improvements. 

All tenants should pay a fair sliare of t heir 
income for rent. 

Preventive action taken should be of a long- 
term nature. 

Owners should take into consideration the 
needs of their tenants and should be respon* 
si ve to offers of governmental Incentives to 
deter prepayment. 

Specific Recommendations 

i. The Prfpayment iMue 

In making decisions on the prepayment issue, 

the Task Force recommends that the following 

principles guide the actions of the parties 

involved. 

a, liasic Prcci'prs 

(1) Tlie owner has a clear contractual 
riglit to prepay and to use the property 
for other purposes, unless prohibited by 
other contracts. 

(2) Low and moderate Income tenants 
of the existing Inventory of privately 
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owned, ,ns.NKtc<i hou>lng. should \h* pro* 
vIdLHi coiUinulng. affonlablo .shoUor of 
Id lc:ist C(>nip,-imi>lc quality and co<;t, in 
the event the tenant's Uwit is lost to the 
inventory due to |>rcp3yment. 

(3) In the event of prepayment, the ten- 
ant .should t>c |>crmlttcd to remain In 
place at no increase In rental cost to the 
tenant, except for rcR«lator>* reawns, 
until replacement housing of comparn* 
He cost and quality Isavailahlc. 

(•I) It is the bbligatlor of the Federal 
Government to provide this affordable 
replacement housing, as well as Section 
8 rental assistance, as long as a tenant 
remains In the project pursuant to the 
preceding paragraph. Tl»e Government 
should also accommodate any relocation 
costs t hat might occur. 

Tliese estimates should Ih! I>ased on the pre- 
IKiyment prob!«in t>clng dealt with realisti- 
cally and in a tim ^j.v fashion and after 
taking int<i consideration the following 
factors: 

• Many owners would choasc to remain in 
place if appropriate iK'neflts and a suit* 
able operating environment arc 
provided. 

• Tlie cost of convention to market>rate 
rental operation could t>c prohibitive in 
term5of physical improvements, 
expenses and potential tenant unrest. 

• Many markets could not sustain the size* 
able rent increase that would be neces* 
sary to accommodate expanded debt 
service and capital improvements. 

c Market Value 

7]\ii market value of a project should be 
used by ilUD as a t>as!c guide to determine 
the level of incentives. If any, that should 
l>e offeaHl by IIUD In endeavoring to per- 
suade an o wncr to retain the low and mod* 
eratc income character of a project. 

As soon as possible but In any event no 
later than the seventeenth anniversary of 
final endor>ement, every prqject should be 
appraised to determine \{& market value at 
Ith hlgiiCst and |)est usc-al>sent of any reg- 
ulatory constraints and/or any rent sul>sldy. 

TIUs market value should be compared to 
the replacement cost of building similar 



projects, at the same time as the appraisal, 
on available land In the same market area. 
Tl\e difference Iwtween the market value 
:L?.d the loan Imlance should Ih! calculated 
so as to determine t he amount of "UKkcd' 
in" orimputeti equity. 

d. Housing VouJicrsnsOisphtcfntvnt 
Assistance 

In areas of tight housingsupply, vouchers 
should be. supplemente<l with a relocation 
benefit that, together with the vourher 
allowance, will enable a displaced tenant to 
afford to pay true market rent, 

S, incentives to Ownerm 

The incentive or combinations of incentives 
offered to a project owner should bs basetl on 
the specinc characteristics of thit prt»ject, 
including Its market value and replacement 
cost, market area, location, deslght physical ' 
condition, tenant profile and the requirements 
of its ownership. 

Negotiations with owners w'hosc mortgages 
will be eli^ble for prepayment should begin no 
later than three years prior to t he date of th^ 
project's twentieth anniversary. In order that 
the problem can be addressed In an orderly, 
cost-effective manner. This wil »quirc some 
900 projects containing over 100,(yK) unlUi to 
be addressed during 1988. In order that |)0ten- 
tial prepayments through 1901 may be dealt 
with In a timely fashion. 

Any rent Increase necessitated by the use of 
one or more of the suggested Incentives should 
be phxsed*ln, so as to assure that no unit's 
rent Increases by more than 10% over the pre- 
vious year's rent* in addition to any Increase 
required to cover Increased operating 
expenses. Where the incentive Increase would 
cause the tenant's portion of the rent to 
exceed 20% of income, extra rental sul)sidy 
should be provided by the Federal 
Government. 

Incentives can take different forms: 

a. PinanciaUncentivcs 

(1) An Increase in Aitou^bte 
Distributions 

The difference between appraised value 
and the existing mortgage balance 
would be the new Imputed equity on 
which the allowed 6% return on invest- 
ment would be applied. 
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(2) Recovery qf Accumulated Equity 
Secondary financing, based on value 
and ability to service the debt, should be 
permitted in order to release part of the 
locked-in equity. 

The amount to be borrowed should be 
limited to the greater of $ 15,000 per 
unit, or an amount based on debt ser- 
vice that could be met by rents not 
exceeding 30% of 80% of the area 
median income. 

(3) Low Interest Loans for Capital 
Improvements 

HUD, as part of its management over- 
sight responsibility, should make loans, 
for m^or project capital repairs and 
improvements^ that wouM carry an 
interest rate of no more than 6% and be 
amortized over a time period compatible 
with the project's cash flow. These 
direct loans should be made on a revolv- 
ing basis as part of the present flexible 
subsidy program. 

b. Thx Ince:Uive$ 

(J) Re^tablishmentqf Depreciable Thx 
Basis 

The owner of a project eli^ble for pre- 
payment should be permitted to re- 
establish the depreciable tax basis of the 
project at an amount determined by the 
project's appraised market value at its 
hi^est and best use. In return, the 
owner would have to agree to maintain 
the project as low and moderate income 
housing until the original maturity of 
the mortgage. 

Any owner who agrees to such a lock- 
in, with or without a re-establishment of 
depreciable basis, should be permitted 
to use 65% of any tax losses gcn*»-*»ted 
by the project to offset other income, 
without regard to the new passive loss 
restrictions imposed by the "Kix Reform 
Act of 1986. 

(2) Low-Income Housing Tha: Credits for 
Existing Owners 

Owners of existing projects also should 
be permitted to qualify for low-income 
housing tax credits, without regard as to 
when ownership of the property was 
obtained. Tiic Federal tax code should 
be further modified to permit these tax 
credits to be used to .offset taxes on any 



other income of the taxpayer, regardless 
of source and without any maximum 
limit. 

(3) Non-Thxable Sale to Public and 
Non-Profit Ent ity Owncrsh t, 
The sale of a limited -dividend, low and 
moderate income housing project (e.g. 
221(dXd} and 286) to a public entity or 
non-profit organization should be 
treated as a non-taxable event, if the 
sale takes place prior to mortgage pre- 
prtyment and if the purchaser agrees to 
continue the low and moderate income 
:haracter of the project. This would 
enable the seller to avoid taxation on 
the gain realized in the sale. 

3, Expiring Subsidies 

In order to r^ovent 221(dX3) and 236 projects 
from being financially jeopardized or, in the 
alternative, induced to prepay their mortgages 
as the result of the expiration of LMSA rent- 
subsidy contracts, it is recommended that: 

a. HUD offer to extend all LMSA contracts 
to the maturity date of the mortgage in 
return for a waiver of the owner's mort- 
gage prepayment right. 

b. Housing vouchers not be used as a sub- 
stitute for expiring, project-based subsidies 
at any time prior to prepayment. 

c. Any recaptured LMSA contract author- 
ity and/or budget authority be recycled to 
subsidize units in other projects. 

d. The use of five-year, LMSA contracts 
should be discontinued and any new LMSA 
contracts should be for a period equal to 
the remaining mortgage term. 

4. Tenant Protection 

Owners of projects whose mortgages have 
been prepaid should be encouraged to retain, 
to the greatest extent possible, their present 
low and moderate income tenants, and assis- 
tance should be provided to those tenants to 
a^^ure that they are not required to pay more 
than 30 percent of income for rent. 

Projects whose mortgages are prepaid and 
are converted to other uses should be replaced 
so that the inventory of low and moderate 
ir .'ome housing is not diminished, especially In 
tight housing markets 

The Fedpral Government should determine 
the need for such replacement housing and be 
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primarily responsible for overseeing its* devel- 
opment by providing grants, project-based sub- 
sidies or other appropriate resources. 

A "Notice of Fund Availability" (NOFA), 
should be used to recruit developers for this 
replacement housing, with priority given to 
developers who commit to lock-in, without 
incentive and for the balance of the mortgage 
term, a project otherwise qualifying for owner 
incentives and comprisiiig Pt least the same 
number of units as those ,iich are applied for 
under the NOFA. This program would become 
the "2 for 1 Program." 

5. Increased Income-to-Rent Ratios 
AU residents of Section 236and221(dX3)BMIR 
projects presently paying less than 30% of 
their income for rent should have that rent 
payment increased to the lesser of 30% of 
income or the Section 8 Existing Fair Market 
Rent for the area. In addition. Section 236 Fair 
Market Rents, where they are less, should be 
increased to the Section 8 Existing Fair Market 
Rents in the area and maintained at that level. 

Rent increases necessary to overcome any 
differential caused by these increases should 
be limited to 10% per year, in addition to any 
increase required to cover increased operating 
expenses. 

I». Less Governmental Oversight 
The resources of exper.enced HUD personnel 
at the field level should be reallocated from 
routine management oversight to the more 
complex issues related to inventory preserva- 
tion. Managements with a history of compli- 
ance should be reviewed only through annual 
audits and periodic physical inspections. 

7. Section 8 New Construction and 
Substantial Rehabilitation Projects 
Owners of Section 8 projects, whose contracts 



allow them to be cancelled at the end of five- 
year penods, should be encouraged to forgo 
these options through use of a revised rent 
increase formula that will assure every project 
a reasonable annual rent increase. 

HUD should be required to adjust the equity 
of limited; dividend Section 8 projects, as pro- 
vided in existing regulations. 

8. A National Housing Advisory 
Commission 

In 1987, Congress gave recognition to the hous- 
ing supply problem by supporting the creation 
of the National Housing l^k Force. Support 
and encouragement >vas also provided the 
National Low Income Housing Preservation 
Commission and this Tisk Force to examine 
these issues and to recommend solutions. Col- 
lectively, their findings will reflect the best 
advice that private industry, state and local 
government, and the general public can 
provide. 

Congress should continue to benefit from 
this collective wisdom as it proceeds to address 
the questions of both preservation and future 
housing supply needs. 

The Tisk Force recommends that the Con- 
gress bring together representatives of the 
three groups, augmented as appropriate, into a 
N'ational Housing Advisory Commission that 
would advise the Congress on the effective- 
ness of different program designs. Importantly, 
it would tend to infuse the deliberations with 
the practicalities of housing construction, 
financing, and management. 

It would also provide an unusual opportunity 
for those interested in solving the housing 
problems to debate their views and assist Con- 
gress in developing a comprehensive new 
housing policy for this nation. 
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The report 



I. Hie Problem 

A, The Problem D^ned 
The problem addressed by this Report is the 
potential loss by the year 2000 of a very 
substantial portion of the existing inven- 
tory of privately owned, assisted housing 
units for the low and moderate income. 

The Tisk Force believes it is clear that the 
United States faces the risk of wide-scale 
- social unrest, substantial losses to the FHA 
mortg^ige insurance funds and embarrass- 
ment in the world community, unless the 
Federal Government focuses on the prob- 
lem in a positive manner so that most of 
this housing will be preserved for its origi- 
nal purpose. 

At the center of this problem are the 
approximately 2,000,000 housing units 
{Exkibit B) that were built or rehabilitated 
under the various housing programs 
described elsewhere in this Report. Their 
continued use as low and moderate income 
housing is being threatened in varying 
degrees by: 

• The expiration of pnyect-based, rent- 
subsidy contracts considered essential to 
the continued existence of the prtuects 
they serve. 

• The potential prepayment of prtuect 
monies by owners, resulting in a ter- 
mination of the obligation to use the 
properties for low and moderate income 
housing. 

• Aging p^.ysical plants that require m^or 
capital fuiids unavailable from conven- 
tional sources. 

• The potential non-renewal by owners of 
rent-subsidy contracts for pnyects which 
have no other use restrictions, thus per- 
mitting the properties to be used for 
other than low and moderate income 
housing. 

• The absence of future financial Incen- 
tives to owners to continue to opeiate 
within assistance programs, dictating 
either withdrawal or mortgage default. 



• A low level of trust in the Federal Gov- 
ernment by the hou^ng industry and the 
investment community, ^used by incon- 
sistency of program adminis&ation and i 
lack of any afnrmative Federal policy 
toward housing,'in general, and toward 
housing for low and moderate incdm e 
persons, in particulan 

Thelbsk Force believes that although the 
problem isnationalinscope,itmustbe 
solved on a projea-by-project basis. Based 
on individual project circumstances, a vari- 
ety of solutions will be required. 

The dynamics of market value further 
exacerbate the problem. In markets of high 
prosperity, the value of a property as a con- 
dominium may be several times its value as 
a rental operation, whereas in economi- 
cally depressed markets, rental units, at 
any price, presently lie vacant. These 
dyiwmics, in turn, influence the decision- 
making process of an owner. 

It was determined that an evaluation of 
the problem ani the extent to which solu- 
tions might be necessary should be con- 
ducted from a macro perspective. 
Therefore, thelbsk Force has not 
attempted to create additional statistics 
that would more minutely defme the prob- 
lem but, instead, has generally relied upon 
data developed by the Congressional Bud- 
get Office, the General Accounting Office, 
and the Department of Housing and Urban 
Development. 

B, The Causes 

The problem, as previously defined, is the 
result of a Federal housing policy that has 
become increasingly less responsive to the 
shelter needs of the low and moderate 
income. 

The Tbsk Force believes this has been 
demonstrated through: 

• The widening gap that has been permit- 
ted to occur over the past two decades 
between the supply and need for afford- 
able housing units. 

• A failure by both the Congress and the 
Administration to appreciate, during the 
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legislative process, the devastating 
effect that thelbx Reform Act of 1986 
would have on both the financial incen* 
tives to maintain the present inventor>* 
of low and moderate income housing, as 
well as on the finaiicial ability to build 
future housing at affordable rents. 

• Failure to provide adequately, in 
advance, for the housing needs that 
would arise upon the expiration of the 
Federal and private commitments sup- 
porting the present inventory of pri- 
vately owned low and moderate income 
hou^ng. 

Although these conclusions come across as 
critical, it is acknowledged that housing 
policy and programs developed ten to 
twenty-five years ago were never designed 
to face today s problems. The focus of both 
the Congress and the Administration dur- 
ing that period was supply-oriented. (The 
Housing and Urban Development Act of 
1968 contemplated the provision of six mil- 
lion low and moderate income housing 
units over th e ten-year period ending in 
1978. The initial budget requests by the 
Administration in 1974-76 forSectionS 
funds contemplated 300,000-400.000 units 
per year; 75% of them for construction or 
rehabilitation.) It was also anticipated that 
the population segment being served 
would be upwardly mobile, thereby dimin- 
ishingthe need for further housing assis- 
tance. 

Unfortunately, that upvvani mobility, in 
relation to housing costs, did not occur to 
the dejrree anticipated. At the same time, 
the nu.nber of those in need of housing 
assistance grew without a corresponding 
increase in the supply of affordable hous- 
ing, as the projections and promises of 1968 
and 1974-70 were never fulfilled. 

As a result, a massive housing preserva- 
tion and supply problem has come pass. 

C- The Extent 

J. TfiefCalioual Scene 
lb ftjlly understand the severity of the 
problem that a lossof any significant 
iwrtion of the existing inventory of low 
and moderate income housing would 
cause. It is necessary to review the 
totalily of circumstances confronting 
the low and mwlerate income. 



• In the 1983 Annual Housing Survey 
(the latest one available), the Census 
Bureau found 8.4 million renter 
households earned less than $7,000; 
over one-half of these households « 
paid more than 60% of their income 
for rent. 

• Also in 1983, 86% of the 2.2 million 
renters with incomes below $3,000 
per year paid more than 60% of their 
income for rent. 

• Between 1970 and 1980 the number 
of housing units affordable to a 
household earning $5,000 or less a 
year dropped from 15 million to 3 
million, while in 1980 there were still 
6 million households earning $5,000 
or less a year. 

• At the end of 1987, an estimated 
700,000 people in the United States 
were homeless? It has been estimated 
that this number will grow signifi- 
cantly u nless the supply of low- 
income housing is increased. Even 
worse, this does not include the "hid- 
den homeless," those who live in 
overcrowded conditions. 

• The number of low-income house- 
holds rose by 5.8 million between 
1975 and 1983, according to Anthony 
Downs of the Brookings Institution, 
far in excess of new housing supply 
for that segment of the population. 

• Hundreds of thousands are on the 
waiting lists of existing low and mod- 
erate income housing projects. 

• Since 1981, Federal housing assis- 
tance funds for additional low and 
moderate income housing unitshave 
been reduced nearly 70%. 

• The effects of the 1986 Thx Reform 
Act have contributed to a substantial 
decline in construction of any new 
rental housing. 

It seems clear, therefore, that tenants 
who may be displaced from the existing 
inventory of low and moderate income 
housing could well fall out of the hous- 
ing rparket altogether. 

*CharMt<-nsttC3 and llouMnicNctth of chc llomrlr^ I'rc- 
parrd for The Commitcrc for Food and Shelter. Inc. by ICP 
Incorporated. fWtmb^r .11. 1987. 
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2. Ths Existing Inventory 
There are approximately 2 ,000,000 
units of federally assisted, privately 
owned housing for the low and moder- 
ate income. (A precise count does not 
seem to exist. While HUD is the prime 
source, data issued by it does not 
always a^ee with data issued by GAO 
and others, even though purportedly 
derived from HUD data.) Over 900,000 
other privately owned units are occu- 
pied by tenants with assistance under 
HUD's Section 8 certificate or voucher 
programs. Exhibit B provides an est i- 
mated breakdown, between programs, 
of this inventory. 

The threat to this inventory arises in 
three prindpal a'.aas: 

a. The Prepayment of Mortgages 
According to HUD, there were in 
June, 1987, 360,528 units in 3,215 
projects with mortgages wh'ch were 
either insured or held by HUD under 
its22l(dX3)and 236 programs and 
which are diglble for prepayment 
after their twentieth year. Through 
1995,316,481 of these housingunits 
in 2,875 projects will have achieved 
that eligibility, for prepayment 
{BxhitntQ. 

Not included in the above totals 
are 240,906 units in 221(dX3)and 
236 projects owned at the time of 
final endo'rsement by a nonprofit 
organization or a cooperative or 
which are receiving, for some or all 
of their units, payments under 
HUD's rent supplement program. 
The mortgages on these projects can 
only be prepaid before their 40-year 
maturity with !IUD approval. 

In addition, several hundred of the 
projects eligible for mortgage pre- 
payment after twenty years have 
been assisted with flexible subsidy. 
While the mortgage on a project 
which has received flexible subsidy 
assistance may be prepaid after 
twenty years if there is no other 
inhibition, the project is still 
required to be maintained for low 
and moderate income use until tfie 
end of the original mortgage term. It 
is expected that this latter require- 
ment will forestall the great mjgority 



of permitted prepayments for 
projects which received flexible sub- 
sidy. 

Even when a project has the unfet- 
tered right to prepay its mortgage, 
the decision as to whether to exer- 
cise that right wUl depend on the 
unique circumstances affecting that 
project in such areas as: market con- 
ditions, level of dependence on 
direct rent subsidy, physical condi- 
tion, attitude of the owner toward 
change, etc. 

A single project, otherwise eligible 
for prepayment, is immediately 
faced with a series of practical busi- 
ness questions, indeed a combination 
of such questions, for which no sin- 
gle answer may suffice: 

• Will the market support necessary 
higher rents? 

• Will the physical condition and/or 
design permit upgrading at an 
acceptable cost? 

• Will present dependency on rent 
subsidy permit market'oriented 
rent levels without significant ten- 
ant displacement? 

• Will replacement housing be avail- 
able if tenant displacement occurs? 

• WiU a reasonable incentive(s) to 
maintain the project for low and 
moderate income occupancy be 
preferable in lieu of converting the 
property to other purposes? 

FVom a practical standpoint, the 
owner may elect to prepay for the 
purpose of converting to a market- 
rate rental or condominium opera- 
tion, if it is reasonably apparent that 
the property will command rents or 
sales prices that will yield an accepta- 
ble profit after renovation costs, 
rent-down and rent-up expenses and 
increased debt service payments. 
Because such a conversion involves a 
fundamental change in a project's 
image and market, the task, in the 
m^'ority of cases, will not be an easy 
one. 

A most significant factor in deter^ 
mining the probability of prepayment 
is the rather extensive existence of 
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direct rent subsidy in the eli^ble 
projects. 

HUD statistics show that a substan- 
tial percentage of the 3,215 
prepayment- eligible projects have 
varying levels of Section 8 project- 
based assistance (Li*1SA); in fact, 42% 
of all units in those projects eligible 
for prepayment through 1995 have 
such assistance. This level of depen- 
dence on artificial rent support sug- 
gests that marv of these projects are 
not in market locations that will per- 
mit any conversion of use, regardless 
of the owners* desires. 

The physical condition of many of 
the prepayment-eligible projects will 
bo such as to cause improvement 
costs to be prohibitive, if a conver- 
sion to market-rental use is under- 
taken. Althougii dealt with 
elsewhere in this Report, a recent 
HUD study indicated that 23% of all 
projects insured beinre 1975 were in 
poor physical condition, suggesting 
the additional obstacles of poor mar- 
ket image and the need to incur high 
renovation costsif a conversion to 
nonsubsidized operation is to be suc- 
cessful. 

HUD took these many factors into 
account in its March, 1987 project-by- 
project analysis of prepayment prob- 
ability. The results of that analysis, as 
contained in Assistant Secretary 
Thomas T. Demery's March 26, 1987 
testimony before the House Subcom- 
mittee on Housing and Community 
Development, indicated that 84,257 
units in 739 projects would "defi- 
nitely prepay** and that an additional 
70.022 uritsin 622 projects would be 
"likely to prepay.** These 154,279 
units in 1,362 projects represent 
25.5% of HUD'S present inventory of 
22I(dX3)and 236 units. 

The HUD estimate, however, does 
not reflect the individual owners atti- 
tudes, nor does it reflect the extent 
to which any reasonable financial 
incentives (including Iong*term, rent- 
sul)sidy contract extensions) would 
affect the apparent bias to prepay. 

The TKsk Force believer that the 
HUD estimates are high and that the 
concern over inventory loss due to 



prepayment has been somewhat 
overplayed. The "Risk Force believes 
that positive Federal intervention, in 
the form of subsidy contract exten- 
sions, low-interest improvement 
loans and other financial incentives, 
should reduce the loss of the HUD- 
insured inventory from prepayment 
to below 100,000 units, perhaps to no 
more than 50,000 units< 

A separate analysis was not made 
of either state-financed 236 projects 
or of the low and moderate income 
housing projects financed by the 
Fanners Home Administration under 
its Section 515 program. According to 
HUD, there are ii7,fi?rii«ite con- 
tained in projects receiving assistance 
under the 236 program but financed 
u nder a state or local program. 
Approximately 13,000 of these units 
receive rent supplement assistance 
and another 15,000 receive 236 RAP 
deep subsidy payments. 

According to GAO, there were 
approximately 3 1 9,000 Section 525 
unitsin 1985. About 44,000 of these 
units receive HUD Section 8 assis- 
tance. Other units receive deep sub- 
sidy through FhiHA*s rural rental 
assist^ nee program. While 515 loans 
made since December, 1979 have a 15 
or 20 year bar on prepayment, loans 
made before that date can be prepaid 
at any time without prior approval. 
These represent about one-half the 
present inventory. 

PmHA projects serve small commu- 
nities, where the opportunity for 
conversion and added cash flow is 
relatively limited. In that sense the 
potential for loss from the inventory 
would seem to be quite low. 

Perhaps the most effective incen- 
tive that could be offered owners of 
these projects would be some relaxa- 
tion of bureaucratic control of rents 
and project operations. Many owners 
feel that the degree of control exer- 
cised by FhiHA offices, frequently 
unfamiliar with rental project opera- 
tions, is stifling and counterproduc- 
tive to long-term continuation with 
FmHA. Many projects also have to 
contend with depressed rents and 
almost non-existent cash flow. A 
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more relaxed operating environment 
would be an important deterrent to 
prepayment. 

For the most part, units financed 
by state agencies have been well 
monitored, the quality of the housing 
is high, and reserves are reasonably 
ample. The relationship between 
owners, the state agencies and the 
individual communities is relatively 
strong. The determination of 
whether a prepayment will occur or 
whether the project will otherwise 
cease to serve low and moderate 
income tenants is governed in most 
instances by state statutes and regu- 
lations. As a result, there is a high 
potential for understandings being 
reached for retaining much of this 
housing for low and moderate income 
occupancy. The recent initiative of 
the state of Massachusetts in this 
regard is an outstanding example of 
this working relationship. 

Thel^k Force believes that the 
losses from the inventory of state- 
assisted 236 housing will be relatively 
small, due to expected initiatives on 
the part of state agencies and the 
municipalities in which the projects 
are located. Such a pjsitive result 
will be even more Ukely if HUD 's 
given the authority and funds to sup- 
port these state agency initiatives. 

6. Expiring Subsidies 
Expiring subsidies are a matter 
entirely different from prepayment 
and, by far, represent the m^or 
threat to the existing inventory of 
low and moderate income housing. 
The loss of these subsidies, whether 
project-based or tenant-based, will 
affect a much larger number of units 
than those contained in projects eli- 
gible for prepayment. 

There are some 280^000 project- 
based, rent-subsidized units (com- 
monly referred to as loan 
managementsetasid^s or LN!SA) in 
privately owned, assisted housing, 
representing almost 50% of the 
existing inventory of units in Section 
236 and 221(dX3) projects with 
mortgages iiisured or held by HUD. 
These units are more heavily con- 



centrated in the projects eligible for 
prepayment prior to the maturity of 
their mortgages. 

Almost one-half of these units 
were allocated in the late 1970s to 
help out projects which were in dif- 
ficulty, primarily those under the 
221(dX3) BMlRand 236 programs. 
Another large percentage of these 
units was allocated during the first 
half of the 1980s to replace rentsup- 
plement units in projects with mort- 
gages insured or held by HUD. 
Another smaller percentage has 
been used by HUD in connection 
with its disposition of properties 
acquired by it through foreclosure. 
This last use is continuing, as is the 
use of a limited amount annually to 
assist troubled projects. 

These UMSA units were usually 
allocated for a 15-year period (the 
maximum permitted by statute for 
Section 8 existing housing assis- 
tance). The contracts were for an 
initial period of five years, renew- 
able for two additional five-year 
terms at the option of the owner 
(sometimes with HUD assent). How- 
ever, many allocations and contracts 
in the last few years have been for 
only five years, except for rent sup- 
plement conversions. 

There are over 700,000 units 
receiving Section 8 assistance in 
projects that were newly con- 
structed or substantially rehabili- 
tated in order to receive the Section 
8 assistance. About 40% of thes^ 
units are in projects with mortgages 
insured or held by HUD. The m^or- 
ity of the other 60% are in projects 
financed by state and local agencies, 
usually with tix-exempt bonds. 
Approxii. ^ly 44,000 units are in 
FmHA 515 projects and a relatively 
small number of units are in projects 
conventionally financed. (Not 
included In this total are about 
190,000 units in Section 202 direct- 
loan projects for the elderly.) 

While the largest percentage of 
Section 8 projects recelt ^ the sub- 
sidy for all units in the project, there 
are a substantial number of projects 
with a lesser percentage of units 
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assisted. Many of these latter 
projects have only 20% of their units 
subsidized under Section 8. In 1979, 
HUD mandated that all Section 8 
projects enter into a minimum 20- 
year contract. Prior to that time, 
contracts were for five years, 
renewable at the option of the 
owner. In a limited number of situa- 
tions, HUD permitted maximum 
contract terms to exte nd for as long 
as 40 years, predominantly for 
projects financed by a local or state 
agency. 

There are over 100,000 units in 
Section 8 moderate rehabilitation 
projects. This assistance is project- 
based, and in some instances, does 
not cover all the units in the project. 
The program commenced in 1980, 
with the Section 8 assistance pro- 
vided for a single 15-year term. 

In addition to the above-listed 
types of Section 8 project-based 
assistance, HUD has contracts out- 
standing under the Section 8 exist- 
ing program for over 960,000 units. 
These contiacts are predominantly 
for certificates, although in the past 
few years vouchers have come into 
substantial use. In either case, the 
assistance is provided to a particular 
tenant and not for a unit in a spe- 
cific prcjcct. 

Assistance under the Section 8 
existing program is provided 
through public housing authorities 
(PHA). In the case of certificates, 
the PHA contracts with the owner 
to provide assistance for the tenant; 
in the case of vouchers, the tenant 
receives the assistance directly. Cer- 
tificates are funded through con- 
tracts between HUD and the PHA 
foran initial five-year term, renew- 
able for two more five-year terms. 
Voucher assistance, however, is only 
for one five-year term. 

With project-based Section 8 assis- 
tance covering about 1,300,000 
units and Section 8 tenant-based 
assistance covering unothcr 960,000 
units, the total of ovqt S,SOO,000 
units constitutes the overwhelming 
portion of the nation's inventory of 
privately owned low and moderate 



income housing. These units are in 
danger of being lost from the low 
and moderate income housing 
inventory at a much faster pace, and 
in much larger numbers, than the 
units at risk as a result of the pre- 
payment of 221(dX3) and 236 mort- 
gages. 

This threat to the inventory arises 
for the following reasons: 

(1) The lai^est dropout will occur 
in the Section 8 tenant- based sub- 
sidy area. Starting in 1990 when 
the contracts for 12,000 units will 
expire, contracts for a total of at 
least 636,000 units will expire by 
the end of 1995, assuming maxi- 
mum contract terms. By the year 
2000, almost all of the present 
inventory of Section 8 certificates 
and vouchers will have expired, 
leaving over 500,000 low and mod- 
erate income tenants without 
needed housing assistance. These 
expirations could occur even ear- 
lier, if PHAs chose not to maintain 
their contracts with HUD for their 
maximum 15-year terms. At the 
present time, this is deemed 
unlikely. 

(2) Starting in 1991, subsidy con- 
tracts will begin to expire for 
LMSA units that, in large part, 
were furnished during the last half 
of the 1970s to distressed Section 
236 and 221(dX3) BMIR projects 
with HUD-insured mortgages. 
However, with many thousands of 
the units made available since FY 
1984 carrying only one five-year 
term, some of the LMSA expira- 
tions will begin to occur in 1989 
and increase each year thereafter. 
Practically al' of the 280,000 
LMSA units will have lost their 
Section 8 support by 2000, with 
the rate at which that assistance 
actually tcrminatesdepending 
upon the extent to which project 
owners exercise the option for 
their third, five-year term. 

(3j In 1996, the 20-year terms on 
Section 8 new construction and 
substantial rehabilitation con- 
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tracts will begin expiring. The 
expiration rate will increase rap- 
idly throu^ the year 2000, by 
which time over 200,000 units will 
be off subsidy. About 180,000 of 
these units could be lost to the low 
and moderate income housing 
inventory by 1994, if their owners 
elect to terminate their Section 8 
assistance at the end of their Sec- 
tion 8 contract's second or third 
five-year term. 

(4) Between 1995 and 2000, the 
contracts on over 90,000 Section 8 
moderate rehabilitation units will 
expire. 

In summary, over 700,000 Section 
8 units will be lost from the low 
and moderate income housing 
inventory by 1995. If owners 
ch'^' -ye to opt out of their contracts 
early, this loss could approach one 
miUion units by 1995. By 2000, 
the loss will be close to lA million 
units. These losses will be occur- 
ring at th e same time that the pre- 
payment limitations are expiring 
on some 300,000 22 l(dX3) and 236 
units. In fact, many of these Sec- 
tion 8 subsidies are being used to 
enable tenants to pay their rent on 
these 221(dX3) and 236 units. The 
expiration of the rent-subsidy 
assistance for a prqject could well 
be the precipiuting factor in a 
decision to prepay. 

c. Physical Condition 
For several years, the assisted hous- 
ing industry has warned the Federal 
Government that th e aging of physi- 
cal plants was a growing threat to 
the viability of the existing inven- 
tory of low and moderate income 
housing. 

This concern has irisen because of 
an absence of adeo uate project cash 
flow levels for m^or component 
rer^lacement and ar\ inadequacy of 
prqjea replacement reserves. 

1982 industry and HUD surveys of 
the problem supported these conclu- 
sions and indicated a wide*spread 
need for significant continuing 



repairs and improvements to the 
existing stock. 

This need was alleviated, to some 
degree, during 1981-1984 when the 
re-syndication of project ownerships 
generated an average of $1000 per 
unit for upgrading of physical plants 
forover '100,000 units of the older 
HUD inventory. 

Despite this fairly recent infusion 
of funds, the problem continues, 
threatening prqject viability and 
influencing the owners' attitude 
towards continuing in business 
under any terms. Unless a viable 
source of funds is made available, an 
important percentage of the existing 
stock will fail despite best inten- 
tions. 

Exhibit D shows that 33% of the 
older HUD inventory, or about 
300,000 units (at least 80,000 in 
assisted prqjects) are in trouble 
either because of high repair needs 
or very little cash flow from opera- 
tions to meet ordinary repair needs. 
Although many of these units are in 
prqjects with a high level of Section 
8 renta*. assistance, the prqjects are 
still functioning at the margin. This 
situation Jiighlights the critical need 
for long-term continuation of these 
prqject-based subsidy contracts. 

D. Summary 

The present inventory of privately owned, 
low and moderate income housing faces 
substantial reductions over the next se\'- 
eral years. By 1995, the reduction could 
approach 1.2 jtiillion units. By the year 
2000 that reduction could exceed 1.8 mil- 
lion units. 

As the foregoing analysis shows, how- 
ever, the greater risk of loss is not from the 
area about which most of the concern has . 
I>cen exi)ressed. While there is no question 
that the prepayment of mortgages on HUD- 
insured 221(d)(3) and 236 projects could 
result In the loss of about 316,000 units by 
1990, over 700,000 units could be lost by 
1995 as the result of expiring Section 8 sub- 
sidy contracts. The loss from such expiring 
contract could be almost 1 .4 million units 
by 2000. 

HUD has estimated that a maximum of 
154,000 units can be expected to be lost 
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from the low and moderate income housing 
inventory as the result of the prepayment 
of 221(dX3) and 236 mortgages. It is likely 
that this number can be reduced to below 
100,000 units, with the provision of appro- 
priate project aid and financial incentives. 

In fact, if additional assistance is not pro- 
vided in the form of extensions of subsidy 
contracts and low-interest improvement 
loans, many more units may be lost, not 
from prepayment but from foreclosure and 
physical deterioration. Even with the 
financial stability that comes with Section 
8 LMSA rental subsidies, many projects are 
finding it increasingly difficult to raise the 
funds needed for capital repairs and 
replacements. For those projects, the non- 
renewal of their subsidy contracts will be 
disastrous. Beyond that, however, all of 
these projects will need a source of afford- 
able funds to overcome the effects on their 
physical plants of age and forced ne^ect. 



11. The Conflict 

Solutions should not be proposed without lull 
consideration and understandingof the con- 
flicting perspectives and positions of the three 
parties tojhe problem: the tenants, the owners 
and the Federai Government. 

During the TUsk Force's e'ght-month study, 
these conflicts continually confronted the 'msk 
Force. What seem?d at times to be a deep 
ravine between the positions of the owner and 
the tenant was bridged by returning to the 
fundamental reasons why and for whom the 
hoiUMng was created. The existing inventory of 
privately owned low and moderate income 
housing was the result of a public/private part- 
nership thi't combined public resources and 
private expv^rtise to build this needed housing. 
It represents .>n almost irreplaceable invest- 
ment of public ami private resources. The T^k 
Force concluded, therefore, that th;* housing 
can continue to serve its original purpose only 
with continued Federal support and with a 
continuation of the public/private partnership. 
Straying fit)m this basic premise only leads to 
an intractable problem that has no solution. 

The T^k Fo -ce believes that this present 
inventory has worked as intended and has 
served the country well. All parties involved— 
the tenants, the owners and the Federal Gov- 
ernment have realized intended benefits. 



• The government has met a public obligation 
of providing needed housing for those who 
could not otherwise provide for themselves. 

• Many millions of persons have er\joyed 
decent, affordable housing that would not 
have been available in the absence of 

the public/private effort to provide that 
housing. 

• Owners have had an opportunity to realize 
their goal of a return on their invested capi- 
tal or the fulfillment of a community obliga- 
tion, as the case may be. 

Each of the three parties continufis to have its 
own perspective of theproblem, however. 
Summarizing these perspectives helps to pro- 
vide a better understanding of the complexity 
of theproblem. 

A. Perspective of the Tenants 
There are several million persons pres- 
ently occupying this housing. Many have 
occupied the same (Jwelling unit for years. 
These people understand, from their per- 
sonal experience, that there is a shortage 
of affordable housing. They clearly under- 
stand that if their present housing is no 
longer affordable, they may have no place 
to go. 

As a result, those who express the ten- 
ants' viewpoint believe that no dwelling 
unit should be lost from the current inven- 
tory for any reason, unless an affordable 
unit of equal quality and at no hi^ier co«t 
is provided the tenant being affected. 

B. Perspective the Owner 

The owner believes that there is a clear 
right to prepay the mortgage upon the 
expiration of any contractual limitation on 
prepayment and, then, to use the prop- 
erty for other purposes. 

TTie owner bielieves in protecting the 
tenant but feels it should not have the 
financial burden of providing such protec- 
ti'^n if all its other obligations have been 
met. Furthermore, protection cTthe ten- 
ant should not override the owner's right 
t o decide how to use the property. 

The owner also believes that there is a' 
Federal obligation to provide continuing 
rent-subsidy support to any project, if the 
project's viability as low and moderate 
income housmg is dependent on that .sup- 
port. If there are Federal restrictions on 



332 



occupancy, rent levels and mode of opera- 
tion, there is also a Fe<leral obligation to 
assure that the project can function 
within those constraints. 

C. Perspective of the Federal 

Government 
In recent years, there h;is frequently been 
shari) variance between the Congress and 
the Administration as to wh:u role, if any, 
the Federal Government should have m 
preserving the present inventory of low 
and moderate income housing. There even 
has been sharp, if not as public, vanance 
within the Administration, between the 
Office of Management and Budget and 
the Department of Housing and Urban 
Development. 

Rrom the evidence at hand, OMB seems 
to have prevailed within the Administra- 
tion where th ere has been relatively little 
concern shown during the past several 
years for preserving the supply of afford- 
able housing for the low and moderate 
income. This demonstrated lack of con- 
cern has placed the Administration in 
direct conflict with the position of both 
the tenants and the owners. This is illus- 
trated by the following points: 

• Whereas the owners and tenants 
believe that the widening gap between 
housing supply and demand forlo^' and 
moderate income housing is exacerbat- 
ing the inventory preservation problem, 
the Administration holds to the position 
that there is an adequate supply of 
housing and that the question is only 
oneof affordability. 

• The Administration has consistently 
sought to reduce fundj for subsidized 
housing programs, resulting in a 70% 
decline in the amount of funds available 
for additional low and moderate income 
housing since 1980. 

• Whereas the owner believes that a con- 
tinuation of long-term, project-based 
rent subsidies is essential to the viability 
of projects that have depended on that 
subsidy to date, the Administration's 
position is that relatively short-term 
housing vouchers provide an acceptable 
substitute. 

• Whereas the tenant asks "Where do I go 
if I am displaced by prepayment in a 



tight housing market?" the Administra- 
tion's position is that housing voucliers 
will satisfy the problem. 

TheCongre^s, on the other hand, ha.s 
expressed increasing concern over the 
past three years, holding hearings and dis- 
cussing extensively how best to preserve 
the present inventory. In its actions. It has 
also recognized the need to contim. e to 
maintain a substantial supply of low and 
moderate income housing, instead of rely- 
ing solely on providing assistance through 
such means as vouchers. The recent 
actions by the Congress in the Housing 
and Community Development Actcf 1087 
are indicative of this concern and of the 
recognition that the Federal Government 
must take positive action for preservation. 

D. The Ownership Environment 
The ownership environment is a further 
complicating factor. 

In the mc^ority of cases, the ownership 
of limited'dividend, low and moderate 
income housing is in the form of limited 
partnerships, made up of at least one 
general partner and up to 35 limited part- 
ners. Although the general partner is 
regarded as the owner, in fact only I % to 
5% of the ownership normally is held by 
that entity, with the remainder held by 
limited partners. Both types ot partners 
may share equally in any residual value in 
the property. 

The limited partners made their invest* 
ment as a financial transaction involving 
required payments and the expectation of 
commensurate tax losses. They have had 
no emotional involvement in the housing 
and, in most cases, may never have seen 
the property in which the Investment was 
made. Most lil<ely, the investment was not 
socially motivated. While the general part- 
ner has the responsibility of determining 
when a project's mortgage will be refi- 
nanced or the project sold, he has a fiduci- 
ary obligation to exercise that 
responsibility in the best interests of the 
limited partners. 

The right to prepay will usually arise at 
the same time that a project's original 
investment benefits will have been fully 
dissipated. As a result, there is little Incen- 
tive, whether the owner is a limited part- 
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nership, an individual or a cotporation, to 
maintain the status quo. For example: 

• T^x loss benefits will have been extin- 
guished , due partly to the Thx Reform 
Act of 1986 and partly to the passage of 
time. 

• Phantom income (taxable income with* 
out cash flow to pay the tax) will occur 
increasingly, as tax losses disappear and 
as project cash flow is used for such tax- 
able purposes as principal payments, 
replacement reserves and residual 
receipt funds. This situation will be 
exacerbated for 236 projects, as the 
interest reduction payment is credited 
increasingly toward non* deductible 
principal rather than tax-deductible 
interest. 

• Permitted r'^tum on equity is totally out 
of tune with today*s economic realities 
— time has long since passed by both 
the maximum 6% return rate and the 
20'year old equity base against which 
that rate Is applied. 

• The need for m^or capital repairs is 
growing without any affordable source 
of funds to meet the need. 

• There is no resale market for the 
projects with their present HUD- 
imposed limitations, due to the effects 
of the Tloc Reform Act of 1986. 

This is the environment in which the 
owner, usually through a general partner, 
must decide when the prepayment option 
matures and/or rent*subsldy contracts 
expire. 

E, Summary 

The confluence of these conflicting pcrs« 
pectives surfaces a number of questions, 
the answers to which are critical to deter^ 
mining workable solutions: 

!• If a tenant is displaced for any rea- 
son, where will a replacement unit be 
found In areas of high market value 
and who will bear the responsibility of 
finding that unit? 

2. How will rental increases be paid 
by those presently paying 30% or more 
of their income, if a subsidy contract 
expires or if rents rise to market levels 
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in a project where a mortgage is pre- 
paid? 

3. What obligation does the Ke<leral 
Government have to continue to pro- 
vide the support necessary to maintain 
project viability and affoniable shelter 
for the ten: its? 



III. Conclusions and 
Recommendations 

A. Conclusions 

1. It is Important to recognize that 
the low and moderate income hous« 
Ing In question is the result of an ear- 
lier public/private partnership, which 
combined public resources and pri* 
vate development expertise In pro- 
dl]ci^g housing which served an 
lik.jwitant public purpose. Tliere is a 
need to reaffirm that public purpose 
and recognize that Just as the Federal 
Government has a responsibility to 
honor its contracts with the owners, 
it also has an obligation to protect the 
low and moderate Incoi \e residents 
of this housing ~ and tl'.at this obliga* 
tlon continues to be In the public 
Interest. 

The public/private partnership 
which produced this housing must be 
revitalized to focus on this dual 
responsibility to the owners and to 
the low and moderate income resi* 
dents. The Federal Government 
should, logically, serve as the con- 
vener of the partnership — the 
reviewer of plans and the first source 
of incentives to preserve the greatest 
possible number of units In the 
present Inventory of low and moder- - 
ate income housing. The States and 
their local governments and the pri- 
vate owners mustassume active roles 
in working with the Federal Govern - 
menisnd residents to structure plans 
which address, cost-effectively, the 
Individual needs of developments. 
Each of the participants has a stake 
in the positive resolution of this 
issue. 

2, Every reasonable effort must be 
made to preserve the existing stock 
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(ifprivaioly owiiwl. assiMcd Iuuimhk 
asf<iiuimK»<l Mu'lior for the low ami 
nuNloratoinc'onu'. 

a. Incomivi^s .should Iw provided 
tc. project owneniln a manner and 
ill a level timi will induo? the 
owner to retain the low and nuMl. 
er.ue income chanicter of the 
|m)ject for the lonj? tonn »nd in 
the most eo.st effective manner 
available. 

h. Umfj'kTin renewal of expiring. 
pr<»Jet'i'bx«icd rental suhNidy con' 
tracts should Ix? provided for the 
Aiabillty of the pntject.s and !he 
protection of the tenants. 

e. biW'lntorcM loans should Iw 
made by HUD, w part of Its man* 
agement over^iglit res|M>nj,il)ility, 
for nK\Jor project repairs and 
impn)vements. 

0, Low and moclcmtc income resi- 
dents of existing. ;Lsslste<l housing 
should Ik? pn)vided continuing, 
affonlabic .shelter of at IwLst coinpa» 
rahle cpialiiy and Cost, if their hous- 
Ing is lost fn)m the inventory due to 
governna'ntal action. 

All tenants .should pay a fair share 
of their inctnne for rent, 

The conintctual riglu.s of the 
•wner.shcmid Ik* honored, Iwth rctn). 
actively and prospectively. 

f>. Preventive action taken .should l>e 
ofa long-term nature. 

7, Ownersshould lake Into consider- 
ation the nce<ls of their tenants and 
.should Ik? res|M)n.sIve to offers of gov« 
cmmcntal incentives to deter pre* 
I>ayment. 

. Specific Kecommcn datlonn 

Tile Section 22l(dX:i) and Section 2:lfl 
housing programs were create<l to 
provhle affonlabic shelter for the low 
and mcMleralc Income, 

L)w*interest loans, intervst* 
re<luction{»ul>sldies, and dirvci rental 
assistance wen* pn»v|de<l hy the Fed* 
eral Government, in order that rent 
levels coMid remain affonlabic. Pri* 



17 



vate industo' was ;iske<l to eontribnte 
capital and cx|K.'rti.se thnnigli deveb 
o|)ing. owning and managing this 
housing. Mechanisms were devised 
that made this participation Inith |kks^ 
.sibleand worthwhile. 

The mortg;iges on limited-dividend 
projects provided that the mortgage 
could Ik? prepaid witlumt the c<m.sent 
of HUD, starting twenty yearsafter 
the final endorsement of the mort* 
g.*ige by the govenuncni. Tlie pr<jp» 
crty would then Ik? free<l of any use 
restrictions Im|M)sed by the regula* 
too'agn'cmcnt,ab.sent other con' 
tract ual arrangements to the 
contrar>'. 

These 20'year prepayment limita* 
tlons have lK?gun to expire in tlic last 
few years and their number wlli 
increa.se substantially .starting In 1 1)89 
and peaking in 1004. Unfortunately, 
these limitations arc expiring at the 
same time that yean; of neglect of the 
nation's lov/ and moderate income 
housing needs have re>ultcd In a 
growing shortage of affordable .sheb 
tcr. Tlie |>eak expiration |)ori(Ml will 
also coincide with the l>eginningof 
largc-sodc expiration of rental sub- 
sidy contracts under the various Sec* 
tlon 8 existing housing programs, 

o. Hasfc PnxciUs 

In providing solutions to this prob* 

lem the Tisk Force believes that: 

(1) Thcowncrb:isaclcarcon* 
tract ual riglit to prepay and to 
use the pro|>erty for other pur» 
|K)ses, unless prohibited by 
other contpicts. 

(2) l/)w and mmlerate Income 
tenants of the cxJsting in ven» 
torv of privately owned 
assisted housing should Ik' pro* 
vidcd continuing, affonlabic 
shelter of at least comparable 
({uality and cost, in the event 
the tenant's unit Is tost to the 
inventory due to prepayment, 

(3) In the event of prepay* 
ment, the tenant should bo iht* 
mitte<l to remain in place at no 
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Increase In rental cost to the 
tenant, except for regulatory 
reasons, until replacement 
housing of comparable cost and 
quality is available. 

(4) It is the obligation of the 
Fc<leral Government to provide 
thU affordable replacement 
housing, as well as Section 8 
rental assistance, as long as a 
tenant remains in the project 
pursuant to the preceding para* 
graph. The Government should 
also accommodate any rcloca* 
tion costs that might occuc 

It is imperative that the seri* 
ousness of this Issue be fully 
recognlicd by the Admlnistra* 
tlon and the Congress. Pro- 
grams shouJd be put in place as 
soon as possible, to encourage 
own.ers to maintain their 
projects as low and moderate 
Income housing and to assist 
the tenants in those projects 
whose mortgages are prepaid. 
If vouchers are chosen as the 
preferred tenant aid, those 
vouchers must be structured so 
as to protect the tenant against 
hlgli market rents in tight hous- 
ing maricets. Further, thb3e 
vouchers or other aid must be 
provided on a timely basli, so 
that prepayment action Is not 
hindered or otherwise delayed. 

A mechanism should be 
established that will identify an 
owner's intent for the future 
use of a project early enough to 
provide effective aid to 
affected tenants. If that future 
uiQ Is marl(et>nite rental, suffi* 
cient rental assistance to Iceep 
existing tenants' payments 
affordable should be provided 
until alternative, affordable 
liousing Is located. If other than 
marl(et>rate rental use U 
intended by the ownei, a rea- 
sonable time period should be 
provided for tlie Federal Gov 
cnimcnt to identify altema* 
tlve, affordable liousing for all 



low and moderate Income ten* 
ants. 

b, Bstimatcsqf Inventory Loss 
The Tksk Force believes that solu« 
lions can be found to reduce sig« 
nlficantly previous estimates of 
the number of units that may bo 1 
lost to the inventory through pre- | 
payment. 1 
Indeed , it Is possible that losses j 
due to prepayment may not ' 
exceed 50,000 units if the problem 
Is dealt with realistically and In a 
timely fashion. The reasons arc: 

• Many owners would choose to 
remain in place if appropriate 
benefits and a suiuble operat- 
ing environment are provided. 

• The cost of conversion to 
market<rate rental operation 
could be prohibitive in terms of 
physical improvements, rent- 
down and rent-up expenses, 
and the potential problem of 
tenant unrest. 

Many markejts could not sustain 
the sizeable rent Increase that 
would be necessary to accommo- 
date expanded debt service and 
capital improvements. 

c: Market Value^A Fundamental 
Determinant 

The market value of the projea 
should be a fundamental determi- 
nant in the negotiation process to 
decide the level of action, if any, 
that should be taken by HUD in 
endeavoring to persuade the 
owner to waive prepayment rights 
and/or to retain the low and mod* 
erate income charaaer of the 
project. It Is also market value 
that will Influence the owner In 
evaluating the decision to prepay 
or to remain In place. 

The'ftsk Force, therefore, rec- 
ommends that the following pro* 
cedure be adopted by HUD for 
universal use as a basic banning 
point for negotiations with 
owners. 
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(1) As scon as possible but in 
any event no later than the 
seventeenth anniversary of 
final endorsement, every 
project should be appraised to 
determine its market value at 
its highest and best use— 
absenl of any regulatory con- 
straints and/or any rent 
siil)s;dy. 

(2) !n order to evahiate prop- 
erly the cost of retaining the 
project in the low' and moder- 
ate income housing inventory, 
the market value, as deter- 
mined above, should be com- 
pared to the replacement cost 
of building similar projects, at 
the same time as the appraisal, 
on available land in the same 
market area. 

The difference between the 
market value and the loan 
balance should be calculated 
so as to determine the amount 
of "Jocked-in" or imputed 
equity. This amount should 
then be used to determine the 
extent and nature of incen- 
tives to be offered to the 
owner to maintain the project 
in the low and moderate 
income housing inventory. 

If the market value is above 
85% of the replacement cost of 
the project, it probably would 
be cost effective to allow the 
owner to prepay the mortgage 
and to replace the project with 
a new project. 

d. Housing Vouchers as 
Disjilacement Assistance 
It should be recognized that the 
use of housing vouchers to assist 
in providing affordable replace- 
ment iiousing in the event of pre- 
payment is apt to encounter 
difficulty in areas where housing 
is at a premium. 

It is believed imperative, there- 
fore, that in these areas of tight 
housing supply, the vouchers 
should be supplemented with a 
relocation benefit that, tegether 



with the voucher allowance, will 
cause full fair market rent to be 
affordable to the tenant displaced 
by prepayment. 

Failure to do this will result in 
an unworkable voucher pro- 
gram in areas whe.o the need Is 
greatest. 

2. Incentives to Ovmers 
Limits -dividend owners of assisted 
housing had varying reasons for their 
original investment in the housing. 
For the most part, they were moti- 
vated by the level of return that 
could be realized from the invest- 
ment, expressed in terms of syndica- 
tion profit, cash flow, tax losses 
and/or residual value. 

In many cases, circumstances have 
changed since that original invest- 
ment was made and original invest- , 
ment expectations may no longer be 
achievable. Nevertheless, the owner 
continues to be motivated by what 
makes financial good sense, either in 
terms of converting the property to a 
more profitable use, maintaining 
present uses, or permitting default to 
avoid future losses. 

The preservation of the inventory is 
largely dependent, therefore, on pro- 
viding the owner with a proper rea- 
son or incentive to maintain a 
project's present low and moderate 
income housing use. While state and 
local governments, and in some cases 
nonprofit organizations, may be in 
the posit*^n to provide the necessary 
incentives, the TUsk Force believes 
that the predominant incentive 
source will have to be the Federal 
Government, as it has been in the 
past. 

No one incentive or reason may 
respond to the needs of the universe 
of properties involved. The posture of 
each project is unique in terms of 
market, location, design, physical 
condition, tenant profile, the level of 
dependence on rent subsidy, and the 
requirements of the owners. 

These factors may dictate the need 
for a combination of incentives, in 
order to provide an appropriate long- 
term solution. 
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Using the results of the market 
value appraisal as a negotiating tool; 
incentives should be offered to all 
owners whose mortgages will be eligi- 
ble for prepayment. These negotia- 
tions should begin a^ soon as possible 
but, in any event, no later than three 
years prior to the dat^ of the project's 
twentieth anniversary, in onler that 
the problem can be addressed in an 
orderly, cost-effective manner. This 
would require some 900 projects con- 
taining over 100,000 units to be 
addressed during 1988, in onler that 
potential prepayments throu^ 199 1 
may be dealt with in a timely fashion 
(see Exhibit C). 

Any rent increase necessitated by 
the use of one or more of the sug- 
gested incentives should be phased- 
in, so as to assure that no unit's rent 
increases by more than 10% overthe 
previous year's rent, in addition to 
any increase required to cover 
increased operating expenses. Where 
the incentive increase would cause 
the tenant's portion of the rent to 
exceed 30^ of income, extra rental 
subsidy should be provided by the 
Federal Government. 

Because any rent increase must be 
approved by HUD, the decision, as to 
whether to permit the full amount of 
the rent increase necessary to fund 
implementation of one or more of the 
suggested incentives, can be part of 
the negotiation process between HUD 
and the owner. Many projects will not 
necessarily need as high a rent 
increase as would be possible by mak- 
ing full use of the proposed incentives 
and those owners could likely be 
induct to maintain their projects for 
low and moderate income occupancy 
for a lesser amount. HUD will also 
have to weigh the reasonableness of 
the increased rent in the project's 
market area. 

a, Fimincial Incentives 

(I) An Increase in Allowable 
Distribxitions 

The differentSal between the 
pnyecfS appraised value and 
the principal balance due on 
the original mortgage would 



become the new imputed 
equity against which the 
allowed 6% return on invest* 
ment would be applied. 

An example of this incentive 
in practice is set out in Exhibit 
E. It shows that if the appraised 
value per unit is $40,000 and 
the mortgage balance is 
$12,000, the new equity level 
will yield a 6% return of $1,680 
per unit per year. This com- 
pares with an estimated $99 
present return. Ooviously, this 
would be an attractive 
incentive. 

Because present rei:*^ calcula- 
tion formulas include ti.e 6?^ 
return on investment as a cost 
item in the determination of 
approved rents, the above 
example would result in an 
increase of about $ 13 1 .00 per 
month per unit. 

(2) Recovery of Accumulated 
Bjuity 

The owner should be permitted 
to secure secondary financing 
based on the appraised value of 
the project and subject to a 
determination by HUD of the 
ability of the project to gener- 
ate rents that will amortize the 
expanded debt service. 

(a) the proceeds from such 
financing would represent • 
a recovery of the equity 
that had accrued since orig- 
ination of the project. 

(b) The amount that could 
be borrowed should be lim- 
ited, however, to the 
greater of: 

• $15,000 per unit, or 

• the amount of debt ser- 
vice that could be met by 
rents that did not exceed 
30% of 80% of the project 
area's median income. 

(c) Tb the extent that the 
project's cash flow (as a 
result of phased-in rent 
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increases) is not expected 
initially to accommodate 
the increased debt service, 
an escrow account should 
be established by the mort- 
gagee from the loan pro- 
ceeds to ensure that debt 
service payments are made 
when due. As soon as cash 
flow permitted, the escrow 
would be released to the 
owner and the owner 
repaid the portion used for 
debt service. 

(d) The project's replace- 
ment reserve should have a 
minimum balance ade< 
quate, with future regular 
monthly payments, to meet 
the project's anticipated 
needs, as a condition of 
loan proceeds being 
released. 

(e) The Tbsk Force believes 
that as a matter of public 
policy, all mortgagees 
should consider this second 
mortgage arrangement. 
However, any program 
developed should x^ognizc 
the economic interests of 
the project mortgagee, 
whose approval of any such 
financing is in many 
instances required by the 
terms of the mortgage. It is 
recognized that the mortga- 
gor would have to be credit 
worthy and the project via- 
ble before any loan should 
be made. 

(3) Low-Interest Loans for 
Capital 
Improvements 
The Federal Government 
should establish a revolving 
loan fund from which the 
owner of a project, requiring 
repair or replacement of m^or 
components or the moderp;za* 
tion of units, could be permit- 
ted to borrow the necessary 
amounts. 



Such loaiis would be amor- 
tized over a time period and at 
interest rates compatible with 
the cash flow of the project, 
although the interest rate on 
the loan should be no more 
thati6%. 

The loans should be made by 
HUD as part of its management 
oversight responsibility and 
administered as part of the 
present flexible subsidy pro- 
gram. This would eliminate 
costly underwriting procedures 
and cause funds to be available 
on comparative^ short notice. 

h. Tbx Incentives 

(1) Re-establishrnent of Depre- 
ciable Tiix Basis 

The owner of a project eli^ble 
for prepayment should be per- 
mitted to reestablish the depre- 
ciable tax basis of the project at 
an amount determined by the 
project's appraised market 
value at its highest and best 
use. This should enable the 
owner to shelter from taxation 
any phantom income arising 
from the increasing portion of 
project debt service allocated 
to principal, as well as shelter 
some or all of the increased 
income generated by other 
incentives. 

In return, the owner would 
have to agree to maintain the 
projectaslow and moderate 
income housing until the origi- 
nal maturity of the mortgage. 
Any owner who agrees to such 
a lock-in, with or without a 
reestablishment of d epreciable 
basis, should be permitted to 
use 65% of any tax losses gen- 
erated by the project to offset 
other income, without regvd 
to the new passive loss restric- 
tions imposed by thelkx 
Reform Act of 1986. 

(2) Low-Income Housing Tbx 
Credits for Eocisting Qivners 
Owners of existing projects also 



21 



339 



should be permitted to quality 
for low-income housing tax 
credits, without regard to the 
present statutory provision 
which generally restricts the 
credits to purchasers of low 
and moderate income housing 
projects which have not 
changed hands for at least 10 
years. The Federal tax code 
should be further modified to 
permit these tax credits to be 
used to offset taxes on any 
other income of the taxpayer, 
regardless of source and with' 
out any maximum limit. 

(3) Non-lhxableSaleto 
Public and Non-Prqfit Entity 

OivTierskips 

The sale of a limited-dividend, 
low and moderate income 
housing proJea(e.g. 221(dX3) 
and 236) to a public entity or 
non-profit organization should 
be treated as a non-taxable 
event, if the sale takes place 
prior to mortgage prepayment 
and if the purchaser agrees to 
continue the low an J moderate 
income character of the 
project. This would enable the 
seller to avoid taxatica on the 
gain realized in the « jje— the 
difference between net sales 
price and the property's depre- 
ciated basis. 

(a) Non-profit organiza- 
tions, state and local hous- 
ing agencies, cities, 
community groups and ten- 
ant cooperatives should be 
encouraged to buy existing 
projects as a way of pre- 
serving the housing inven- 
tory for continued low and 
moderate income use. 

Th c fi nanci ng for su ch 
transactions could bo pro- 
vided from a variety of 
sources, with probably the 
best and most financially 
feasible source being tax- 
exempt bonds issued by 
state and local housing 



agencies. Whenever possi- 
ble, this fmandng should 
be placed on top of the 
existing Hnandng, in order 
to preserve the financial 
benefits that accrue from 
the favorable terms of 
221(dX3) and 236 mort- 
gages. 

(b) HUD should provide 
fmancial assistance to 
public entitles and non- 
profit organizations pur- 
chasing these projects. This 
assistance could take the 
form of grants to reduce 
the acquisition cost, low- 
interest loans for part of 
the acquisition cost and 
necessary repairs, and 
interest write-downs. 

(c) Any offers to buy exist- 
ing properties should not 
be treated as imposing a 
sell-or-else option to own- 
ers, who should retain the 
fmal right to accept or 
r^ect any such offers. 

3. Expiring Subsidies 
The Tiisk Force believes that the mat- 
ter of expiring rent subsidies is the 
m^uor threat to the existing housing 
inventory and that it far overshadows 
the threat posed by prepayment. 

Approximately 50% of the tenants, 
in units in 221(dX3) and 236 projects 
eligible for prepayment at the end of 
their first 20 years, are dependent on 
rental subsidy received under the 
Section 8 LMSA program. The maxi- 
mum 15>year contract terms for that 
assistance will begin to expire in 1991 
with an estimated 100,000 units of 
such assistance disappearing by 1995. 

Without the LMSA assistance, many 
of these projects will be either placed 
in severe jeopardy for the lack of any 
other viable tenant population or 
forced to look to no n -subsidized ten- 
ants. In the first instance, default will 
occur; in the second instance, prepay- 
ment is likely to occur. 

The Section 8 c< ^ .tracts for over 
600,000 other units will also expire by 
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1995, and as many as another 400,000 
units could be lost if project owners 
decide not to renew their Section 8 
contracts for additional five-year 
terms. 

Clearly, this problem must be dealt 
with immediately and affirmatively. 
Otherwise, mortgage assignments and 
foreclosures, deteriorating physical 
plants and a massive displacement of 
tenants will occur. 

The T^k Force strongly recom- 
mends the following actions as essen- 
tial to preventing such circumstances 
from occurring in 221(dX3) and 236 
projects: 

a. All Section V Lean Manage- 
ment Selaside Contracts Shou Id Be 
Extended 

All Section 8 LMSA rent-subsidy 
contracts, which expire prior to 
prepayment of the mortgage, 
should be extended by HUD to the 
maturity date of the original mort- 
gage. In return for this extension, 
the owner should be required to 
waive its mortgage prepayment , 
right. It is probable, however, that 
the issue of incenti v es will also 
have to be addressed at the same 
time, to induce the owner to ^ve 
up its prepayment right. 

Short-term contract exten^ons 
ser\'e only to delay the inevitable. 
The Tbsk Force strongly believes 
that any solutions adopted should 
be of a more lasting nature. 

b. Inadequacy qf Housing Vouch- 
'-ersasa Pfoject-Based Subsidy 

Substitute 

The Tbsk Force considers housing 
vouchers to be an inadequate sub- 
stitute for expiring, project-based 
rent-subsidy contracts in projects 
whose mortgages have not been 
prepaid. 

The portability of the voucher 
would prove dama^ng to projects 
that depend heavily on rent- 
subsidy assistance. Even in the 
case of well -managed properties, 
annual tenant turnover may 
approximate 35%. Thus, a vacant 
unit to which rent subsidy is not 



assigned may prove unaffordabic 
for a tenant who has no voucher 
but who is otherwise eligible. 
Many such occurrences would 
quickly destroy the viability of the 
project. 

Furthermore, the single, five- 
year term of vouchers and their 
limited provision for necessary 
rent increases would also soon 
undermine the viability of any 
project whose tenant population is 
generally drawn from the low 
income. 

The "ask Force urges, therefore, 
that vouchers not be used as a 
replacement for existing project- 
based rent subsidies in any project 
whose mortgage has not been pre- 
r-ud. 

c. Recycle All Recaptured Project- 
BasedSubsidy Furids 

When LMSA contract authority 
and/orbudget authority is recap- 
tured by HUD due to non-use, that 
authority should be recycled and 
put to use for the benefit of other 
projects. 

d. Discontinue Five-Year Project- 
Based Subsidy Contracts 

The current practice of using five- 
year LMSA contracts to assist disr 
tressed projectsshould be 
discontinued. Future contracts 
should be for a term ending on the 
maturity date of the original mort- 
gage. In retu m for this assistance, 
the owner should be required to 
waive its mortgage prepayment 
right . The need for any additional 
incentives to induce this waiver 
should also be addressed at this 
time. 

4. T^nt Protection 
Owners of projects whose mortgages 
have been prepaid should be encour- 
aged to retain, to the greatest extent 
possible, their present low and mod- 
crate income tenants, lb assure that 
those tenants are able to afford any 
increases in rent, assistance should be 
provided on their behalf so as to 
assure that they are not required to 
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pay more than 30% of income for 
rent. This assistance would be per- 
sonzl to the tenant and would remain 
in place as long as the tenant resided 
in the pn);;;ct. 

Projects who% mortgages are pre- 
paid and which are converted to 
other uses should also be replaced so 
that the inventory of low and moder- 
ate income housing is not diminished. 
Such action is particularly necessary 
in tight housing markets where 
affordable, accept^le units are 
unlikely to be found by displaced ten- 
ants, even if they are provided with 
vouchers and other relocation bene- 
fits. 

The Tick Force recommends that 
the Federal Government should 
determine the need for such replace* 
ment housing and be primarily 
responsible for overseeing and fund- 
ing its development by providing 
grants, project'based subsidies and 
other appropriate resources. In turn, 
state and local agencies should assist 
this development as their resources 
permit. 

It is recommended that a *'Notice of 
Fund Availability" (NOFA) process be 
used to recniit developers for this 
replacement housing. It is further 
recommended that priority be given 
to developers who commit to lock in, 
without any new incentive and for 
the balance of the mortgage term, a 
project otherwise qualifying for 
owner incentives and comprising at 
least the same number of units as 
those which are applied for under the 
NOFA. This program would become 
the •'2 for 1 Program". 

5. Increased Income-tO'Rent Ratios 
All residents of Section 236 and 
221(dX3) BMIR projects presently 
paying less than 30% of their income 
for rent should have that rent pay- 
ment increased tathe lesser of 30% of 
income or the Section 8 Existing Fair 
Market Rent for the area. In addition, 
Section 236 Fair Market Rents, where 
they arc less, should be increased to 
the Section 8 Existing Fair Market 
Rents in the area and maintained at 
that level; 



Rent increases necessary to over- 
come any differential caused by these 
increases should be limited to 10% 
per year, in addition to any increase 
required to cover increased operating 
expenses. 

HUD estimates that approximately 
15% of tenants residing in these two 
types of assisted projects pay less 
than 30% of income for rent, with 
some tenants paying as low as 15%. 
The Thsk Force believes that this is 
unfair to those who wait in line for 
assisted housing. 

An additional benefit from this 
change would be an increase in 
excess rental paj'ments to HUD from 
236 projects. This would increase the 
funds available for flexible subsidy 
assistance and, perhaps, help finance 
the low-interest loans forcapital 
improvements that the Iksk Force is 
recommending. 

6. Less Governmental Oversight 
The Tksk Force recommends a relaxa- 
tion of HUD over»ght related to the 
operation of some assisted projects, 
thus permitting a reallocation of 
resources to dealing with the increas- 
ingly complex issues of preservation 
that will confront HUD. 

• Presently the level of control 
exerted by HUD over the daily per- 
formance of management activities 
is frustrating to competent man* 
agement and counter-productive to 
the goal of encouraging owners to 
maintain their projects in low and 
moderate income occupancy. 

• Owners and management agents 
with a history of compliance and 
satisfactory performance should be 
removed from the nornial oversight 
system, subject to a review of 
required annual audits and rent 
increase proposals and to an annual 
physical inspection. 

• Uninsured projects receiving Sec- 
tion 8 project-based assistance a:& 
not subjected to the same detailed 
management oversight as are 

22 1 (dX3) and 236 projects whose 
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mortgages are insured or held by 
HUD. Some owners of 22UdX3) 
and 236 projects might be willing to 
forgo their right tn.convert their 
projects to other uses upon exercis- 
ing their right to prepay after 20 
years, in return for relief from this 
present burdensome management 
oversight. This would be accom- 
plished by allowing the owner to 
prepay before 20 years and then 
providing Section 8 existing assis- 
tance to the project for all, or as 
many of its units as might be appro- 
priate, at the then current Existing 
FMRs. The Section 8 assistance 
would be available until the origi- 
nal maturity date of the insured 
mortgage and the owner would be 
required to agree to maintain the 
project as low and moderate 
income housing for that period. 

C. Sections New Construction and 
Substantial Rehabilitation 
Projects 

The manner in which HUD has been 
administering Section 8 annual rent 
adjustments in the past few years has 
greatly disturbed Section 8 project own- 
ers. Routine increases based on the 
annual ac^iustment factor, in many cases, 
have ceased occurring cr even turned 
into rent decreases. In some cases, 
project owners have been actively dis- 
couraged from submitting rent increase 
requests by the threat of a decrease. 

These problems have arisen because of 
the inequitable way in which HUD has 
been making rent comparability determi- 
nations. Welcome new statutory provi- 
sions contained in the Housing and 
Community Development Act of 1987 
will remedy many of these problems, 
including preventing any further rent 
decreases. However, there is still a great 
deal of discouragement among project 
owners and many, whose contracts allow 
them to withdraw from the program at 
the end of each five-year term, are 
actively considering taking that route. 

In order to encourage owners to renew 
their contracts and not opt out of the 



Section 8 program, the Tksk Force recom- 
mends that a revised rent increase for- 
mula be devised that will assure ever>- 
project a reasonable annual rent 
increase. Such an incentive is essential in 
order to avoid the premature loss of 
thousands of low-income housing units. 

The Tksk Force also recommends, in 
the case of limited-dividend Section 8 
projects which are not able to opt out 
every five years, that HUD be required 
to ac^just the equity as provided in exist- 
ing regulations. This is a benefit to which 
the owners are entitled, but are not 
receiving. 

D. A National Housing Advisory 

Commission 
In 1987, Congress gave recogiiition to the 
housing supply problem by supporting 
the creation of the National Housing'Risk 
Force. Support and encouragement was 
also provided the National Low Income 
Housing Preservation Commission and 
this "Risk Force to examine these issues 
and to recommend solutions. Collec- 
tively, their findings will reflect the best 
advice that private industry, state and 
local gx. /emment, and the general public 
can 

provide. 

Congress should continue to benefit 
from this collective wisdom as it pro- 
ceeds to address the questions of both 
preservation of the present supply of low 
and moderate income housing and future 
housing supply needs. 

The "Risk Force recommends that the 
Congress bring together representatives 
of the three groups, augmer ?ed as appro- 
priate, into a National Housing Advisory 
Commission that would advise the Con- 
gress on the effectiveness of different 
program designs. Importantly, it would 
tend to infuse the deliberations with the 
practicalities of housing construction, 
financing and management. 

It would also provide an unusual 
opportunity for those interested in solv- 
ing the housing problems to debate their 
views and assist Congress in developing a 
comprehensive new housing policy for 
this nation. 
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EXHIBIT 



The Existing Inventory of 
Privately Owned Assisted Housing 

(as qf February, 1987) 



PROJECT-BASED 



Program 
Section 221(dX3)BMIR ^ 
Section 221(dX3) Market Ratel 
Section 236-HUD J 
Section 236-State Financed 
Section S-Insured and HUD Held 
Section S-Non-insured 
Section 8-Moderate Rehab 
Section 202 

Section C^lS-Farmers Home Administration 



Number ^JUnits 



{ 



TOTAL UNrrs 



604,000 

117,000 
298,000 
437,000 
100,000 
200,000» 
276,000 ^ 
2,031.000 



TENANT-BASED 

Number of Units 

Section 8 Certificates 876 000 

Section 8 Vouchers gg qqq 

TOTAL UNITS 961.000 

1 About 192,000 of these 202 units are assisted with 20-year Section 8 contracts. These are not 
included in the 437.000 non-insured Section 8 units. 

2 Another 44,000 Section 515 units are assisted under Section 8 and are included In the total of 
non-insured Section 8 units. 

S<yurce:HUD:GAO 
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Projects Eligible for Prepaymeni 

(S'athmtl Wills htf )hifoftUi{fihiUfii) 
(ilmnu/li Um) 



Year of 


Ibtal 


BMm 


Section 236 


Ibta! 


Eligibility 


Projects 


UniU 


Units 


Uniu 


1982-87 


71 


8.724 




8.724 


1988 


(iO 


8.(>(;i) 




8,600 


1989 


m 


20,285 


840 


2;, 125 


1090 


225 


i8,:m 


0,239 


27,573 


1991 


m\ 


13,(J25 


:} 1,509 


45,134 


1092 


•189 


7,:J!)3 


41,082 


40,375 


1993 


534 


4.282 


51,575 


55,859 


1994 


072 


4.559 


66,107 


70,720 


1995 


2<»2 


1,70:} 


27,514 


20,307 


TOTAL 


2,875 


87,655 


228,820 


316,481 



Sourer: IWDSchettuti-^^utic, IfKH? 
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EXHIBIT. 



D 



Estimated Repair Needs of 
Privately Owned Projects With Mortgages 
Insured or Held by HUD 

(As qf 1985) 



Physical 
Condition 

l*oor 
Poor 
Good 
Good 



Cash Flow 
Stotus 

Poor 
Good 
Poor 
Good 



Number of 
Properties 

264 
1,434 

695 
4.872 

7,266 



Percent of 
Ibtal Units 



Sourer' tlift>CUfi<rtffl\tt{cyl)nrlojmaitandKcsnjnhlin><irtdatMAttrti, l9S7attdmUUfd, IIUD/FIIA-Iruuml 

Rental Hau>inj? h.yslcal am! Hnanda] Conditions of Multifamily I'ropcnics Injured Before 1970-lhscdon data 
voilcctnt in lOSSou a irj)ir»cntatitrsamptfqfpTxtpfrtirs 



E X H I B I r 



An Increase in Allowable Distributions 

(An Bxtimple qfihe probable results qf 
implememitig this ituxntivewith theowncr 
qfa Section SSKdXS) BMIR proJiXt) 



Cost or Appraised 
Value per Unit 
Mortgage Balance 
Equity 

6% Allowable 
Distril)ution l^ised 
on Kquity 



Amounts at 
Final Endorsement 

$i6,r>oo 

$14,850 
S 1,650 



00 



Amounts Based 
on Appraisal 

$40,000 
$12,000 
$28,000 



$ l,G80 
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JCHE 



aOWallmgfordRoad 
Brighton. MA 02135 
617/254-8008 



Rudolph Kiss 
President 
Ellen Fringold 
Executive Vice Pre^denl 



March 17, 1988 



Mr. Robert J. Leonard, Esq. 
Chief Counsel 

House Ways and Means Committee 
1102 Longworth HOB 
Washington, DC 20515 

Dear Mr. Leonard, 

Jewish Community Housing for the Elderly is a non-profit developer and 
isanager of housing for low-incosie elderly. At this time, we own and 
operate 934 units of housing in the Boston area built under the federal 
Section 202 and 236 programs, and under the Massachusetts Housing Finance 
Agency. The rents of all but 23 of our tenants are further subsidized 
under the jection 8 program. Our tenants' median age is over 80 and 
their median income is under $6,000. 

V7e arc constantly working Co develop additional housing resources for 
this population — growing in numbers, living longer, and needing special 
help. We are planning our next development as a limited equity 
cooperative for a variety of reasons, and are trying to figure out how to 
make the co-op model work for people of modest income. Every financial 
scenario we develop utilizes reserves and the income from reserves as 
elements in the long term viability of this housing. 

The current interpretation by the Internal Revenue Service of Section 277 
of the Corle as being applicable to housing cooperatives, and requiring 
that cooperatives pay separate taxes on certain "nonmenber" income 
without the benefit of any offsetting deductions, jeopardizes our ability 
to move forward. 

Apparently the IRS classifies interest on reserves, even reserves 
mandated by the U.S. Department of Housing and Urban Development (HUD) or 
other public lenders, as nonmember income, and therefore subject to 
taxation. From our point of view, this approach doesn't make sense, 
since keeping reserves is an essential part of the operation of any 
housing development, especially a low and moderate income housing 
development. To provide for separate taxation of any income on these 
reserves undercuts the value of the Federal and state subsidy which is 
used to make these projects feasible. 

We believe it is urgent that Congress clarify this issue to insure that 
t.'ic original purpose of these Federal programs is served, and we 
therefore support the proposed amendments to provide relief from this IRS 
interpretation for certain limited equity cooperatives. 

Thank you for your consideration. 

Sincerely , 



Ellen Feingold 
Executive Vice President 
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27780 NOV] Rd. • Novi. Ml 48050 • (313) 348*5400 



March 14, 1988 



The Honorable Charles B. Rangel Chairman, 
Subcommittee on Select Revenue Measures, 
Comaittee on Ways and Keans, 
U.S. House of Representatives 

R£: HR 3663 



Dear Chairman Rangel and Members of the Subcommittee: 

As a cooperative housing professional with ten years of experience in the 
field, I am writing in support of the testimony or Terry Lewis, Esq., 
President of National Association of Housing Cooperatives. The changes 
requested in HR 3663 are necessary if well managed low-income housing 
cooperatives are to be treated equitably. 

As managing agent of three limited equity housing cooperatives in Michigan, T 
am familiar with the need for adequately funded reserves and escrows for the 
on-^going preservation of this form of housing. As these cooperatives have 
becode financially stable and strong, serious concerns have arisen around the 
treatment of the income derived from their reserves under the current tax 
code. 

The changes suggested by the National Association of Housing Cooperatives go a 
long way toward alleviating the concerns of well managed housing cooperatives 
in Michigan and throughout the nation. 

Thank you for your on-going attention to these issues. I am appreciative of 
your efforts to assure that housing c eratives are treated fairly. 



Sincerely, 




Executive Vice Pre&ident 



Rochester Branch Office: 
1400 Drexelgate Parkway 
Rochester, Ml 48063 
(313) 652-3485 




Flint Branch Office: 
5145 Ridgebend Drive 
Flint. Ml 48507 
(313) 238-9689 
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nio-PENiNsuLA Coalition 
Housing Fund 



430 SHCNMAN AVCNUZ 
PALO AUTO, CAUIF. S430« 



February 19, 1988 

The Honorable Barney Frank 
U»S.. House of Representatives 
1030 Longvorth Building 
Washington, DC 20515 

Attn: Nan El wood 

Dear Representative Frank: 

I am writing in regard to HR 3663, the **Low Income Housing Tax 
Act of 1987." We are very pleased that you are co-sponsoring 
this legislation, as we believe the provisions will play a very 
important role in providing affordable housing. However, we 
would like ,to ask- for your additional assistance in adding 
provisions, to this bill to. modify the existing ^federal low-income 
housing tax credit legislation in a manner which could have a 
significant Impact in preserving tho existing stock of subsidized 
housing. 

As you are well aware, there are hundreds of thousands of units 
of privately-owned HUD-subsidized housing throughout the country 
that are at risk of conversion to market rate rentals and 
condominiums over the next several years as a result of mortgage 
prepayments and Section 8 contract opt-outs. The probleu is 
particularly acute in California, where rapid growth and 
escalating real estate values over the past two decades have 
greatly Increased the market potential of these projects. 

The Kid-Peninsula Housing Coalition is a private non-profit 
organization with seventeen years of experience in developing and 
managing housing affordable to low and moderate-income families 
in Santa Clara and San Mateo counties. We are currently 
attempting to purchase existing HUD projects which are at-risk of 
conversion. Our goal is to maintain these units as affordable 
housing to the greatest extent possible. 

The most valuable resource now available to non-profit 
organizations fo', the purpose of constructing or acquiring 
affordable housing is the federal low-income housing tax credit. 
In California, 2 parallel state tax nredit can be combined to 
generate additional subsidy. By creating limited partnerships, 
tax credits allow us to raise substantial equity, thereby giving 
us the ability to charge very low rents. 

We are currently negotisLting purchases with owners of several 
threatened HUD projects in our area. Most owners have indicated 
that they do not intend to stay in the HUD programs longer than 
required, yet are favorable to the idea of selling the projects 
at fair market' value to our organization for the purpose of 
preserving the low-income character. The main problem we are 
facing in assembling the financing for these buy-outs is that a 
project ib only eligible for federal tax credits if it has not 
been "placed in servire" within the past ten years. In other 
words, a project must itot have been sold in the past ten years if 
we intend to raise equi'iy by selling tax credits. We are finding 
that approximately half of the HUD projects now eligible to 
convert to market rate have been sold during the past ten years, 
many following the enactment of the 1981 tax act. 
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2!Sf«Jf® f®r®^^^*.2P?^^ of HUD projects in our area who are 

S^i^il[ln"?^nr^!l^^ri3^!!?,?^ ^^^^^^"5 oSr organizftion 

icng-tera affordability. However, because these 
owners have owned the projects for less than ten years, we lo not 
Sm So'^uf ^ ^"".^f!^^^ financing and it is doubtful that we 
ri^ilt wm^bl*'d?«^^'' profit^Botivated buyers. The ultimate 
result will be displacement of low-inco«e tenants. 

H^voli^o^^f^® encourage you to aaend HR 3663 to provide for a 
m1^««v, L^^L ^'^T^^f P^*^^^ service rule" for buyers of 
W^O^subsidized projects that are at risk of conversion to narket 
rate housing, currently, a waiver is available for troubled 
projects to prevent assignment of the mortgage to HUD. We 

nr«^!oL^J^ Vt^ ^^^''ff expanded to include all HOD 

projects at risk of mortgage prepayment and/or Section 8 opt out. 
The waiver would not require additional expenditure from the 
feoeral government, since tax credit allocations are subject to 
oxistincr statewide volume caps. suoject to 

In exchange for this waiver, it would be desirable to require 

?eMi«^J52^S K^^f^^^"®^.^*''' the housing must 

remain affordable to low-income tenants. Regulations modeled 

California state tax credit, for example, would require 
thirty years of low-income use restrictions as long a s the 1 w 
rents are economically feasible. This would essentially 
eliminate potential abuses <t this provision. 

A waiver from the ^ten-year placed in service rule" for all 

^"^'^ S''?^®'^^ included in the reconciliation bill 
o?w '^^^ waiver, as well as several 

K^f - ^^i^"®**"^ provisions included in the reconciliation 
bill to amend the Tax Reform Act of 1986, could have a 
significant impact on strengthening the ability of non-profit 
organizations to utilize the tax credits. We believe these 
miscellaneous provisions should be attached to HR 3663. 

I would be happy to discuss this issue with you or any of your 
staff in greater detail. Thank you very much for your 
consideration, and for your continued interest in affordable 
housing. 

Sinperely, ^ 



Fran Wagstaff 
Executive Director 
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MITCHELL-LAMA COUNCIL 

MITCHEU-LAMA A ALUH) HOUSING COUNCIL. INC. 175 East 4th Street 

(212) 677t4609 New York, N.Y. 10009 

March 14, 1988 

Robert J. Leonard 
Chief Coxinsel 

Committee on Ways and ^:eans 
U.S. House of Representatives 
1102 Longworth House Office Dldg. 

Washington, DC 20515 rE- h.r. 3663 

Dear Sir: 

. A ^Jw"^"'^*^ herewith the written statement of the ftitchell-Lana 
^^^.^J^R^"^ Council, Inc., with regard to t^e hearing of ?he 

Select Revenue Measures Subcommittee on H.R. 3663. "^'^''■^"y °^ 

Ho.,^4n!l^ Hitchell-r,ama Council represents the organized body of 
housing cooperatives in the Mitchell-Lama publicly-assisted nro 
fia?inn "fV^^'?- ^ ^" affiliated rr.ember^fthe Na^ona! Assol 

stat^ by MAKC^at^h^^^^ ^"""^ ^"PP^^^ position 

stated by NAhC at the recent public hearing on H.R. 3663. 

Very truly yoi 




MURRAY rap: 
President 
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STATEMENT OF THE MORTGAGE BANKERS ASSOCIATION OF AMERICA 



The Mortgage Bankers Association of America submits this statement on low-income 
housing tax credits and on the role of tax policy in preserving the stock of low-income 
housing. 

The tax credit is of concern to MBA because ^of its importance an incentive for the 
production of low-income housing. It is almost the only renv 'ning tax vehicle for 
.attractij^t investment capital to providing affordable rental }K>usIng opportunities for low** 
Income ^^ouseliolds. 



' AFFORDABOnT 

The Housing Act of 1949 established as a national goal "a decent home and suitable living, 
environment for. every American family." At>out 60 percent of the housing units in 
existence tod^y were built between 1950 and 1980, with the quality of our housing stock 
being s!gni^?antly improved, as well as the quantity. However, particularly during the 
1980s» for a growing number of households, acquiring adequate and uncrowded shelter has 
become a greater financial burden. In a July 1986 study done by the Department of 
Housing and Urban Development (HUD\ "Attaining the Housing* Goal?", a rentes is 
considered to be cost burdened when more than 30 percent of gross household income is 
devoted to housing costs. Between 1975 and 1983 the number of cost burdened households 
increased from 12.1 percent to 17.0 percent, or from 8.8 million to 14.4 million 
households. According to the HUD study, 43 percent of all renters are very low-income 
households, and In 1983, 45 percent of them were cost burdene<?, an increase from 
37 percent in 1975. The Incidence of cost burden for low- and moderate-income 
households Increased from 10 percent to 18 percent. Clearly, housing costs are rising 
faster than Income for an expanding segment of our society. 

The need for the preservation of existing low-Income housing is as great as the need for 
new construction. During the last 20 years, about 2 million low-Income housing units were 
constructed with the assistance of various housing programs. Almost half of these units 
may be removed from the low-income inventory by the year 2000 as either the 
restrictions an the prepayment of existing Federally assisted mortgages or Federal subsidy 
credits expir and owners potentially convert the property to other uso3. 

Congress has already recognized the need to minimize this loss and In the "Housing and 
Community Development Act of 1987," PL 100-242, enacted a number of measures aimed 
at doing this, one of which places restraints on the prepayments of mortgages by owners. 
In addition, HR 3663, the "Low-Income Housing Tax Act of 1987," has been introduced by 
Representative Charles Rangel (D-NY) to provide tax incentives to prevent the loss of 
low-income housing. These irclude restoring depreciable basis to owners who maintain 
their low^income housing for an additional 20 years, excluding from taxation the gain 
from the sale of low-lncomo housing due to assumption of indebtedness by a buyer who 
maintains the housing a? low- or moderate -income for another 15 years, and allowing 
more opportunities fo.* using the low-income housing tax credit 

The units most at risk of being lost as low-income housing are located in larger urban 
areas with strong markets, because owners can make profitable returns hv converting the 
properties to market-rate rents. Higher returns or greater tax incentives wUI be 
necessary to induce owners to continue low-income usage. 



*The Mortgage Bankers Association of Americ is a nationwide organization devoted ex- 
clusively to ihe field of housing and other real estate finance. MBA^ membership 
comprises mortgage originators and servicers, as well as investors, and a wide variety of 
mortgage industry-related firms. Mortgage banking firms, which make up the largest 
portion of the total membership, engage directly in originating, selling, and servicing real 
estate investment portfolios. Members of MBA include: 



0 Mortgage Banking Companies 

0 Commercial Banks 

0 Mutual Savings Banks 

0 Savings and Loan Associations 

Ox'Mortgage Insurance Companies 

o Life Insurance Companies 

MBA headquarters is located at 1125 1 5th 
telephones (202) 861-6500. 



0 Mortgage Brokers 

0 Title Companies 

0 State Housing Agencies 

0 Investment Bankers 

0 Real Estate Investment iTusts 



Street, N.W., Washington, D.C. 20005$ 
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The low-Inwme housim: tax credit was enacted as part of the Tax Reform Act of 1986 
(the "Act") because Conjcress recojfnized that tax Incentives are needed to attract 
investors to low-income'housing. The Act eliminated many exlstlng.tax incentives for 
real estate Investment such as accelerated deoreclatlon, orcferential treatment of capital 
gains, and deductions for construction period interest, while imposing the passive actlvltv 
loss limitations. All of these provisions discournged future investments In low-Income 
housing. Because Congress realized that the economics of I'>w-incomc housing do not 
provide investors with an adequate rvnum on investment. It developed a new tax incentive 
focused particularly on the production and rehabilitation of such housing.. 

To its disadvantage, the tax credit is temporary, complex, not fully explained and 
understood, and in need of some revisions. For these reasons^ phts the long lead time 
needed for real estate development, the tax credit has not been fully utilized. It is 
crucial that the tax credit be made more attractive In order to counteract the predicted > 
loss of low-income housing units over the next decade. 

MBA^s involvement with the tax credit has been relatively small. However, MBA supports- 
its continued use and improvements as one means by which we can still produce low- 
income housing. 



OTHER ASSISTANCB AND INCENTIVES 

In addition to the low-Income housing tax credit, the only other tax incentive for the 
production of low- income rental housing is the use of tax-exempt bonds. However, the 
Tax Reform Act of 1986 placed volume caps on the use of these bonds. Clearlv, these two 
vehicles are not sufficient to meet the needs of low -income households. Other forms of 
direct and indirect (credit enhancement) assistance are needed at all governmental 
levels— Federal, state, and local. Public housing Is needed for the verv low-income, as 
this group needs special support services that are not available in privately produced 
housing. Production Incentives are necessary in titcht housing markets to Indune private 
investors to develop housing for low- and moderate-income families and individuals at 
rents they can afford. 

In addition, continued irental assistance is required in areas with an adequate housing 
supply to help low- and mode rate -income households find affordable private sector 
housing. 



USE OF LOW-INCOME HOUSING TAX CREDIT 

The low-income housing tax credit became effective on January t, 1987, and expires on 
December 31, 1989. In order to use the credit, projects are required to meet a variety of 
restrictive and complex provisions. The credit was not heavily utilized in the first year of 
Its existence; and when it was used, projects had certain characteristics. 

According to a study prepared by the -Toint Center for Housing Studies of the 
Massachusetts Institute of Technology and Harvard University for the National Council of 
State Housing Agencies, Early Experience with the tow-Income Rental Housing Tax 
Credit , less than one-fourth of the tax credit authority was used in 1987* it is premature 
to predict that such Iok utilization of the tax credit will persist. As familiarity with the 
credit increases and problems are resolved, it will become more apparent whether the 
credit can function as an efficient Incentive for production and preservation of low- 
Income housing. Therefore, more time <3 ii<.cded to assess the efficlencv of the credit. 

The Joint Center study found that almost all of the projects were 100 percent low- 
income. One possible reason for this is that the tax credit subsidizes onlv low-income 
units, so there is little Incentive to provide mixed-income housing, especially In areas 
where relatively higher income housr holds prefer to own rather than rent housin«f. More 
information is needed, such as the f;eographlc areas where these projects are located, in 
order to more accurately determine why the projects are predominantly 100 percent low- 
income. 

Evidence also shows that the projects using the tax credit are of a smaller scale, with the 
average size being a little over 30 units. While there is a pressing need for low-income 
housing, perhaps business is adapting to the current environment. Projects could be on a 
smaller scale (with smaller risks) until the efficiency of the credit is known. 
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PROBLEMS WITH THB CREDIT 

The credit not been widely used for a number of reason-t, Including the need for some 
rev*«»ons» However, one of the most immediate problems is thp lack of regulatory 
guic nee. Even though some proposed regulations have been issued, a host of unanswered 
quwtions persist. While a number of mortgage bankers may be interested In participating 
in projects, they are stiU in the dark on a variety of Issues* 

l^^^u ® passage of the provisions in the "Technical Corrections Bill" 

to the 1986 T&A Reform Act. Enactment of these amendments would improve the 
effectiveness of the credit. These provisions include the v^arrvover'of a state's tax credit 
authority to the following year. Projects should not be penalized because of the delays 
caused by the long lead time needed to start the project. In addition, the Corrections bill 
expands the cases where the 10-year ownership requirement would be waived in order to 
transfer the project without losing the credit. Another change in the Corrections bill that 
would be of great assistance is set .ing the credit percentage at the time of commitment 
for cred t authority rather than when the project is place^J into service. The amount of 
the credit is a crucial figure in the financial plannir- of the project. The credit in 1987 
was established for the year. However, for subsequent years, it is established on a 
.nonthly basis. Therefore, to know what it wiU be at the time of commitment will give 
mortgage bankers all of the financial facts. 



RECOMMENDATIONS 

MBA believes there are a number of changes that could be made to improve the t&x 
credit. MBA supports: ^ 

— A waiver of the 10-year ownership requirements for low-income housing projects 
that are ir danger of falling out of Inventory because of physical deterioration or 
conversion to other uses. A transfer of ownership, without penalising the seller 
by recapturing the tax credit, to an owner who would maintain the project as 
low-income would preserve existing inventorv. MBA members who have financed 
federally assisted or insured projects through state housing agencies are 
concerned about this potential loss. 

— Changing the credit percentage that is established on a monthly basis to one that 
is estabUshed on a yearly basis. This would provide certainty during the f inancjlal 
planning stage. 

— Development of an efficient secondary mprket for loans made on projects using 
the low-Income tax credit. 

— Longer authorization to encourage investors to utilize the program. There are 
start-up costs associated with familiarization with the program. Potential users 
of the program wlU not incur these costs for a program that Is not going to be in 
existence very long. 

MBA appreciates this opportunity to present its views and would be happy to provide 
further information as requeste** 
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STATEMENT OF THE* 



NATIONAL ASSOCIATION OF HOME BUILDERS 



before the 



SUBCOMMITTEE ON SELECT REVENUE MEASURES 



COMMITTEE ON WAYS AND MEANS 



of the 



U^S^ HOUSE OF REPRESENTATIVES 



on 



LOW-INCOME HOUSING TAX' CREDIT 



Mr» Chairman and Members of the Subcommittee: 

The National Association of Home Builders (NAHB)* which 
represents more than 150,000 members involved in the building 
industry, is pleased to have the opportunity to submit a 
statement for the record on low-income housing tax credits. 

Affordable rental housing, particularly for low-income 
families, must be a part of our nation's overall housing and 
social policy* We must provide tax and other incentives, which 
allow individuals and families who are unable to own their own 
homes the opportunity to live in decent and affordable rental 
housing. 

A recent study done by the Joint Center for Housing Studies 
(Harvard University) underscores just how serious a housing 
problem this nation has, particularly among low- income 
households. Major findings of that study include the following: 

° While the quality of America's housing stock has improved 
dramatically over the past 40 years, 4»5 million owners and 
5 million renters still live in substandard housing. 
Inadequate housing is more prevalent in inner cities and 
outlying rural areas, places with high concentrations of 
low-income households. One in four young single-parent 
renter households with children lives in inadequate housing. 

° Rental housing is home to rising numbers of the nation's 

poorest households as well as to an increasing share of the 
nation's children. The median income of young single-parent 
renter households with children actually declined in real 
terms from $10,965 in 1974 to $7,271 in 1987, while their 
numbers nearly doubled from 1974 to 1^87. 

° Since 1981, gross rents for a representative rental unit 

have risen 14 percent faster than prices generally, reaching 
a median level of $364 in 1987. Inflation adjusted rents 
today are at their highest level in two decades. 

° While the number of vacant rental units rose from 1.54 

million in 1981 to 2.66 million in 1986, 90 percent of the 
increase in vacancies was in units renting for more than 
$300 a month, well beyond the means of most low- 
income households. Meanwhile, the total number of units 
renting for less than $300 a month declined by nearly one 
million units between 1974 and 1983. 

o Only 28 percent of renter households with incomes at or 
below the poverty level live in public housing or other 
federally-assisted housing units. This implies that 5.4 
million households are left to compete for the dwindling 
supply of low-cost rent.il housing available in the 
unsubsidized market. 
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o Over the past 20 years^ rents as a percent of income have 
increased sharply for a wide range of households. The rent 
burden has become particularly onerous for single-parent 
families, which have seen their rents increase from 34.9 
percent of their incomes in 1974 to 58.4 percent in 1987. 

o The burden of rising rental payments particularly among 

young, single*parent families, has contributed to the rising 
incidence of homelessness in the United States^ 

Since 1981, the tax incentives that were designed to 
encourage the production of decent, affordable rental housing 
have been cut back sharply or eliminated. Prior to enactment of 
the Tax Reform Act of 1986, investment in low*income housing was 
uniquely favored. Depreciation was allowed over a 15*year period 
on an accelerated basis. Expensing was allowed for construction 
period interest and taxes. Low*income housing rehabilitation 
expenses could be amortized over a short period. An exclusion 
was provided for capital gains. There was no limitation on so- 
called passive activity losses. 

The Tax Reform Act of 1986 substantially reduced the 
au^raction of investment in low-income housing by among other 
things: 

o Substantially restricting che deduction of losses from 
"passive** activities; 

^ Limiting deductions for invest..ient interest; 

^ Repealing rapid amortization of low*income t.jusing 
rehabilitation expenses; 

o Substantially lengthening allowable depreciation lives (27- 
1/2 years/straight-line for residential rental property); 

^ Substantially restricting the issuance of multifamily 
industrial development bonds; and 

^ Substantially strengthening the minimum tax provisions. 

NAHB believes that the tax credit for low-inccme rent:il 
housing was one of the few highlights to come out of the Tax 
Reform Act of 1986. This provision indicates, at least, that 
Congress recognized the Tax Code as a tool for providing low- 
income housing. Although the final product was far from perfect, 
the enactment of the credit indicated Congress • belief that u tax 
incentive must be provided to encourage construction, rehabilita- 
ation and maintenance of low-income housing. The technical 
corrections legislation introduced last year in both Houses offer 
steps to making the tax credit more workable, but more must be 
done. 

As previously pointed out, prior to the Tax Re.form Act of 
1986, there were several incentives for investment .\n rental 
housing. Most of these incentives were provided by the Economic 
Recovery Tax Act of 1981. The 1981 Tax Act stimulated the 
highest level of production of rental units in a decade. This 
increased the availability of rental units throughout the nation. 
As a result of the sharp curtailment of tax incentives for 
investment in rental housing by the Tax Reform Act of 1986, 
production of rental housing has suffered. For example, 1987 saw 
a drop of nearly one-half in rental unit construction as compared 
to 1985 and 1986. Recent permit statistics indicate that this 
drop in construction of rental units will continue into the 
future. 
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While the low-income housing tax credit was a step in the 
right direction from a standpoint of encouraging production, it 
is fraught vxth several problems. A major problem is its 
complexity. Many investors are wary of taking advantage of the 
credit simply because of its complex nature, other problems 
result from the credit*s interaction with the passive activity 
loss rules, which limit, sharply, the tax incentives that may be 
derived by an individual investor from the credit. 

A major problem with the tax credit for low-income housing 
is its interaction with the passive activity loss restrictions. 
In general, these restrictions limit the availability of tax 
credits attributable to investment in passive activities to tax 
liability resulting from passive activity income. Individuals 
whose adjusted gross income is $200,000 or less are entitled to a 
deduction-equivalent of $25,000, thus, producing a maximum 
credit, unrestricted by the passive loss limits, of $7,000. This 
special allowance, however, phases-out for incomes between 
$200,000 and $250,000. Fuithermore, for an individual investor 
to claim the maximum credit from an investment in low-income 
housing, his or her income must not increase beyond $200,000 for 
15 years from the date of the initial investment. (Regular 
corporations, of course, may take unlimited credits from 
investments in low-income housing, subject only to the general 
limitation on business tax credits.) 

In order to attiact individual investors to low-income 
housing, more must be provided in the way of tax incentives. 
Ideally, investments in qualifying low-income housing should be 
exempt from the passive activity loss restrictions. However, 
there are several improvements that can oe made short of an 
outright exemption from the passive loss limits. For example, 
the passive loss limits could be lifted for purposes of the 
regular tax but a portion ( e.g. , 50 percent) be included in the 
minimum tax base. Furthermore, the individual adjusted gross 
income limit for maximum use of the credit could be lifted. 
Allowing the maximum credit to be utilized only by individuals 
whose adjusted gross income is $200,000 or less restricts the 
flow of money into low-income housing. It also complicates the 
structure of low-income housing development, because relatively 
large numbers of individual investors must be found in order to 
attract sufficient dollars to the investment, and high 
syndication fees may be required to put a sufficient number of 
investors together. 

So lonq as there are means of assuring that high income 
individuals cannot "zero out** their tax liability through 
investments in low-income housing, there does not seem to be any 
point in limiting the maximum utilization of the credit to 
individuals below a specified income level. Furthermore, the 
credit already is limited by a state volume cap. However, if 
Congress deems it proper to retain an income limit, then the 
limit should be relevant only in the year of the initial 
investment, rather than having to be met over the life of the 
investment. This would remove a major impediment, since it would 
assure an individual, absent other pro>^lems such as failure to 
continue to meet the set-aside requirements, that he or she would 
be entitled to annual credits throughout the life of the project. 

There are several other aspects of the low-income housing 
tax credit that should be addressed in corrective legislation. 
For example, the 1989 sunset date should be removed and the 
credit should be extended indefinitely. Such action is needed 
for Congress to show its commitment toward addressing the long- 
term housing needs of low-income families, and to continue 
attracting much needed capital to low-income housing. 
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Furthermore, the present two-tier structure of the credit, 
under which non-federally subsidized projects are entitled to a 
more generous credit than federally subsi le; projects should be 
eliminated. This would recognize the face hat federal housing 
programs, need a combination of direct subsidies and tax 
incentives in order to be viable* 

Finally, credit allocations should be permitted to be 
carried over from one year to the next so long as construction of 
a project which > js been allocated credit authority begins no 
later than the year following the credit allocation year. This 
would recognize the fact that multifamily housing construction is 
often subject to unforseen delays. 

As important as it is to continue, an improve, tax 
incentives to encouraae production of low- income. housing, it also 
is important to consider tax incentives for the preservation of 
existing low-income housing stock, in this regard, we would 
invite your attention to a report issued by the National Housing 
Preservation Task Force, on February 15, 1988. This report, 
entitled "The Preservation of Low and Moderate Income Housing in 
the United States of America," contains many soPZ.d ideas. 

Regarding the role of tax policy in preserving the stock of 
low-income housing, the above-cited report makes the following 
recommendations : 

o The owner of a project eligible for prepayment should be 
permitted to re-establish the depreciable tax basis of the 
project at an amount determined by the project's appraised 
market value at its highest and best use. In return, the 
owner would have to agree to maintain the project as low- 
and moderate-income housing until the original maturity of 
the mortgage. An owner agreeing to such a "lock-in" should 
be permitted to use 65 percent of tax losses generated by 
the project to offset other income, without regard to th^ 
passive loss restrictions. 

o Owners of existing project-^ should be permitted to qualify 
for low-income housing ta credits, without regard to when 
ownership of the property was obtained. 

° The sale of * limited-dividend, low- and moderate-income 
housing project to a public entity or non-profit 
organization should be treated as a nontaxable event, if the 
sale has taken place prior to mortgage prepayment and if the 
purchaser agrees to continue the low- and mode rate- income 
character of the project. 

Many of these concepts are contained in H.R.3663, which 
would also provide additional depreciation deductions to owners 
of low-income housing if they agree to maintain the property as 
low-income property for a specified period of time, and make 
certain other modifications to the low-income housing credit and 
the rules relating to cooperative housing corporations. We are 
encouraged by the introduction of this bill because it recognizes 
the role that tax incentives could play in the preservation of 
our nation's low- income housing stock. 

In conclusion, NAHD appreciates the opportunity to submit 
this statement for the record. We want you to know that we 
desire to be a serious party in the dialogue concerning the steps 
that ccn be taken through the Tax Code, within existing budgetary 
constraints, to encourage the production and maintenance of low- 
income housing. 
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STATEMENT OF THE NATIONAL ASSOCIATION OF REALTORS 



Lov-XRCOKE mrtAL Bousxnc 

RATIORAL A8S0CIATX0K Of lULTOIS* vtlcottt tht opporttmlty to present 
U« ';o«i«ntt vltb rttptct to • vtrltty of Ittutt turroundlni tht tttte of 
lov-lncoat houtlni In thlt country* Including tht vltblllty of the ..v-lncoae 
houtlns credit cnActtd tt pert of the Ttx lefrott Act of 1916, tht conctmt 
thtt txltt rtftrdlDA tht continued tTtUtblllty of cxletlns houtlns for 
lov-lnco«t faalllte vtaen current co«plltnce perlodt rtqulrlns lov-lncoat 
tentncy expire it, the next eeverel yeere, «nd the need for nev conetructlon of 
•ore lov-lncoae houalnc to eddreee the trovlnt problea of the hoteleee In thle 
country. Ve eleo vlll coeaent on tvo blXle of pertlculer Intereet In thle 
ereet R.I. 366), Introduced by Chelrmen Kernel end Sepreeentetlve Frenk, end 
•oet recently, 211S, Introduced by Sinetore Denforth end Mitchell, end 
Chalrvea Kentel end Sepreeentetlve ICcnnelly. 

The RATXORAL ASSOCXATXOII OF tt£ALTOKS« le e trede eeeocUtlon coneletlns of 
epproxlMtely 775,000 aeabere vlth buelneee Intereete In vlrtuelly erery pheee 
of reel eetett. Including the eele, development, eppreleel, eyndlcetlon, 
•eneteaent, brokerete« ovnerehlp, end rentel of reel eetete. The lergeet 
efflllhte 6f the MTXOIIAL ASSOCXATXOR OF UALT0IS9, the Xnetltute of Keel 
tstete KeaetcMtnt (XK£H), le cosprleed of acabere thet operete e eubetentlel 
percentete of the vnlte currently belnc cccupled by lov-lnco«e tentnte under 
Section* t end 2)6 of the Houelns Act end Section SIS of the FerMr*e Ho«e 
Adalnletretlon Frotrea. 

auiifv of tteoMenditlQM 

to euaaerUe our prlaery recoaaendetlone to thle Subcoealttee vhlch ere 
dlectseeed In detell below, the mTXORAL ASSOCXATXOII OF KEALTORS« reccoaaende 
thet thefollovlnf letleletive ectlon be teken to eddreee the ecute problea of 
lov-lncoae houeln«{ flret, thet the Con<reee peee end the Freeldent ettn Into 
lev the proYleloM contelned In the Technlcel Corrections letleletlon thet 
correct or eaellorete eeverel fleve thet lapelr the feeelblllty of the 
lov-lncoae houeln« credit; eecondly, the credit, vblch le echeduled to expire 
et the end of thle yeer, be extended end aede pezaeneati end thirdly, thet 
edded IncentlTee should be creeted to eeeure thet the exletlni houeini etock 
le edequetely aelntelned for uee by lov-lncoae ftalllee end thet nev 
conetructlon of lov-lncoae fecUltlee le underteken to eddreee the trovlnt 
problea of the hoaeleee. 

While the RATXOMAL ASSOCXATXOR OF UEAtTOKS* le not vedded to eny 
pertlculer epproech on thle eubjcct, exeaplee of bills thet ehould be tl^en 
eerloue conalderetlon h*f Contreee Include HiKi S66S, Introduced by Chelzaea 
Kennel, to eeeure th«t exletlnt houelnc for lov-lncoae ftalllee contlnuee to 
be opereted for their benefit end S. 211S, vblch llfte verloue lUltetlone on 
the Avelleblllty of the lov-lncoae credit under the peselve loee llaltetlon, 
thereby expes11n« the aerket for Inveetore In lov-lncoae houelug propertlee. 

B.K. S663, Introduced by Repreeentetlvce Ktn«el end Frenk <!MtA), le 
deeliAed to provide eufflclent Incentlree to eeeure thet the exletlns 
lov-lncoae houelni etock reaelne lov-lncoae houelnc and thet the propertlce 
ere adequately aelntelned. The Incentlree provided under 8.S.S66S ere ee 
follovet flret, if an exletlnt owner of lov-lncoae property etrece to operete 
the property under current restrlctlone lapoeed by e Fedcrel, etete, or locel 
houeini protraa for rn eddltlonel tventy ycere end to neke eny cepltel 
contributions thet an epproprlete tovenaicntel offlclel deeaa neceeeery to 
reetore the project to eound phyelcel end flnenclel condition, then the owner 
cen incrceee the edjuated beele In the property to the orltlnal ecquleltloa 

coet, plus the eaetmt of eny cxpendlturce for cepltel laproYcaente thet vere 
Incurred before the date on which the owner ecreee to continue to uee the 
property for tha benefit of low-lncoae occupente* The eddltlonal baala ellows 
the ownet'to recelwe added deprecleticn deductions or to clela the lov-laeoa« 
credit in carteln cases sad sleo reducee the eaeuat of tela on dlepoeitlon of 
the property; eecoadly« If aors then ten yeere heve elepeed since ths property 
wss pieced in setTlce« ths property cea qusllfy for ths low-lneoas houslnc 
credit usia4 ths rsstored basis as deecribed ebove. Hereover, ths bill would 
ellov weWer of ths rsqvlrsasnt t&der the loif-laeeas hottsin< credit thst the 
buildi&:< Boat heve bssn hsws pieced in eerrice et lesst tea yeers before it 
wss ecqolrsd by ths taxnyer if the bulldln< hsa been subeteatielly sssleted* 
finsneedi or operets4 tnder s Tederel, etets or locsl hottsint ptocrea sad 
either ths cowsnasntal official deeas thst s weiwer ie neceessry to svoid 
foreclosvrs or ths property is ecqulred ss ths restilt of s defeulti thirdly^ 
if s property owner eelle s low-ineoas project to certeia daaignateA 
porchassra vho etres to opsrikte ths property for tha beaefit of ths lov-lacoas 
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ten«nta» then tha ovner is al loved to exclude fron the utount of gain realized 
on'tha «iala an asount equal to the e' :esa of the indebtedness on the property 
over its adjusted b^aiv. Generally, the result of this exclusion is that the 
ovner-vill only bt taxed to the extent of any cash or consideration received 
froa the aale. H.R ,3663 would also impose various penalties on ovners who 
convert the propsrties to a uae other than for lov-income tenants. 

The KATIOMAL ASSOCZATION OF REAI.T0RS9 applauda the «i forts of 
Kepr«taentativea.RAn<el.and Frank in fashioning legislation that addresses the 
float ianediate concern of those seeking to find a solution ty the lov-incose 
housing problem in this country: the apprehensicn that existing lov-incose 
t^roperties vill not continue to be operated for the use of lov-incoae 
tenants. While there is a groving need for the construction of nev facilities 
to accomodate the increasing- number f homeless people in thSc country, the 
more acuta and iomediate focua ^should be on preserving and maintaining the 
existing hollaing atock. The concerns sre thst the tventy year compliance 
* period for many Section 236 and other lov-income .housing projects constructed 
or acquired In the 19608 are about to expire. When that compliance period 
ends,v project owners may.prepay the existing mortgsge and operate the 
properties free and clear of any further restrictions. Under thst scenario, 
lov-income project owners could convert the properties to rentsl units at fair 
markrt rents, the/eby forcing many low-income tenants out of their homes and 
increasing tht' homeless populstion in this country. The NATZOKAL ASSOCIATZOH 
OF REALTORS* believes that the approach taken by Representstives Rangel and 
Frank in Introducing H.R. 3663 is s necesssry first step in providing the 
needed Incentives for existint- low-income property ovners to retsin tt;; use 
and management of the property for benefit of low-income families. 

However, the KATZORAL ASSOCIATZOH OF REALTORl> believes that certain 
Bodlfications ahould be made to H.R. 3663 to assure thst it acheivea its 
desired fosls. One modificstion thst we would recommend involves permitting 
owners' who Mree to continue to operste the pro; •rty ss low<-incoffle for an 
additional period of time to exempt their tax dt. actions snd credits on the 
restored bails from the psssive loss limitstion under both the regulsr tar ^d 
the AKT. This propossl is consistent with « recommendstion appesring Ister in 
our statement that the moat significant revision to the visbility of the 
low-lncoma credit would be to exempt the credit from the passive loss 
limitation under ooth the tegular tax and the AHT. Secondly, a provision in 
H.R. 3663 would rcqulrs certs in government offlcUls to mandste cspitsl 
contributions by low-income ovners who sgree to extend the use of the property 
tor the benefit of low-income tenants if the property is found to be in an 
unsound or deteriorated condition. We believe that the process by which this 
detsminstion is msde needs. to be more precise and more clearly targeted. 
Clear, diacemable, and objective standards should be estsblished in the 
legislstion to sssure thst the condition of, the property is significantly 
Improved, slthough we would not recommend thst s per unit expenditure be 
mandated as s prerequisite to quslif icstion under H.R. 3663. 

The Lev-Tneoms Tax Credit (Section 42^ 

The low-lncoma housing tiux credit contsined In section 42 of the Zntemsl 
Revenue Code wss sdopted ss psrt of the Tax Reform Act of 1986. The credit, 
which replaced vsrious tax incentives thst existed under prior Isw for 
investments in low-income housing, b'tcace the centerpiece of the nstion*s 
policy for the preservstion snd construction of low<-income housing, together 
with certain tax-exempt financing provisions. The question how is whether the 
credit serves ss an sdequste substitute to schieve the country's needs in 
provldine housing to families with low to moderate incomea. 

Prior to paaaags of the low-income housing tax credit in 1986, ths 
legislstivs framework to provide incentives for the construction of new 
housing for low-lncoms familiec «Md to aaaure the preaervation of existing 
housing for such families represented s combination cf direct subsidies under 
programs sdminlstered by either the Depsrtment of Rousing and Urben 
Davslopacnt or the Fsrasr's Home Administration iod numerous tax incentives to 
sttrscc privsts cspitsl to the lov-lncome housing market. The direct aubaidy 
programs consisted gensrslly of loan subsidies and mortgage guarantees under 
Sections t and L36 of ths Housing Acv sdminlstered by HUD and througbi Section 
515 admin la tared by ths Fsmsr's Home Administrstlon. These programs reduced 
ths dsbt ssrvics to ovnsrs of lov-lncoms projects. In exchania for ths loan 
aubaidies, ths landlords of lov-incoas propeir^les were prohibited from 
charging rents in excess of 30X of ths ten<flt*s incoms and wers limited on the 
yields that could be r<tslired from their cash investments in csrtsin 
lov-incoM projscts. Yhs tax incenti ea <«vallcble prior to the 1936 Tax Bill 
involved an array of different provieionst current deductibility of 
construction psriod intsrest and taxev witn rcapecc to ths dsvalopmeat of 
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lov-incone houslnf ; favorable rules regardlns the recapture of deprecation on 
the aals of lov-lncone propertlea; taz-exeapt flmhclnt for the construction 
of lov-incott.) facilitiea; and depreciation rulea considerably aorc favorable 
than vas ^available for other forma of real estate. 

Becau'Je Federal budfet cuts durint the past seven years have drastically 
reduced the level of direct' Federal subsidies adninistered by .the profr«ias 
listed above* the tax credit for lovincone h'^using contained in the 1986 Tax 
Refora Act has^^becone, either consciously or inadvertently, the centerpiece of 
the Nation's housini policy for the preservation and construction of 
lovincose' housing. 

The baaie mechanics of the credit are that a tax credit may be claimed by 
the owners of nevly constructed, rehabilitated, and nevly acquired exiatins 
loyincome houainf . The credit is amortized over ten yeara beginning with the 
year In ^Ich the property is placed in service (or with the succeeding year 
at the election of the ovner). The percentage of the credit variea depending 
upon several factors: whether the ovner haa obtained any financial aasistance 
from Federal subsidies; if the. property is new or existing; and the level of 
rehabilitation expenditurea incurred by the ovner. If the property ia newly 
constructed or more than i2,000 per unit is incurred by the ovner in 
rehabilitating the u?its, then the credit is equal to a present value of 70X 
of the coata of qualified expenditures incurred by the ovner. If the 
structure ia ah exiating low-income housing facility. Federal aaaistance is 
obtained by the ovner, or the costs of rehabilitating each unit are less tVian 
^2,000, then the amount of the credit ia reduced to equal • 20^ present 
value* The credit amount is based on the percentage of the un'ta being 
occupied by low-income tenants. The amount of the credit after 1987 will be 
adjusted monthly to achieve a preaent value of either 70X for newly 
constructed or rshabilitated buildinga, or SOX for existing buildings and all 
Federally-subsidized structures. 

Low-income tenants are defined aa tenanta having incomes equal to or less 
than either SOX or SOX of the area median income adjusted for family size. 
The qualifying income for a particular property depends on the minimum 
percentage of housing unlta that the ovner aelecta for low-Income tenants. 
The ovner may not charge renta to low-Income tenanta in exceaa of 30X of the 
applicable income adjusted for family alze. To qualify for the credit, the 
ovner must agree that the low- income housing project will continuously comply 
with all requlrementa aa a low-Income facility for a period of fifteen years. 

Under the credit provlalon, each atate recelvea an annual credit voluse 
Allowar-e of $1.25 per resident. A credit allocation from the appropriate 
state or local government credit authority muat be received by the ovner of 
property ellulble for the low-Income housing tax credit, unleaa the property 
la aubatantlally financed with the proceeds of tax-exeapt bonda aubject to the 
state* a private activity bond voluse limitations. Unleaa extended, the credit 
will expire on January 1, 1989, except for certain projecta that have 
coonenced prior to that date. 

Moat algnlflcantly, while there are certain preferential exceptions 
accorded the credit under the passive loss rulea, the credit, neverthelesa. Is 
subject to the limitation. Under ^existing law, a taxpayer can obtain up to 
roughly |7,000 in tax credits from an Investment Ic a low-Income property 
(even f held by a limited partnership) that are exempt from the paaslvc loss 
rulea provided hla adjusted gross Income does not exceed i200,000.> The 
credits will begin to phase-out at $200,000 of A6I and are totally eliminated 
once • taxpayer* a A6I reaches i250|000. These limitations (both amount and 
income celling) make investments In low-lncomi housing unattractive for 
high-income Inveatora, vto over the yeara have been the primary aource of 
private capital for low-Income housing In tne country. 

ProhlMf Twifo lvtd in UtiHaatlon of the Cfcdit 
Backs round 

Although tha legislative hlatory aurroundlng adoption of the low-Income 
housing credit In 1986 la aablguoua regarding vhethez the credit waa Intended 
to provide aufficlent Idcentlvea atandlng alone for jnveatment In low-Income 
houalng, the experience vlth the low-Income credit alnce 1986 haa clearly 
ahovn the credit' only to be effective when auppl«^:inted by federal, atata, or 
local loan aaalatance. Stated differently, ths credit by itaslf la 
ineffective in providing ample incentive to attract ths raqulaits caplt«^ for 
Inveatmant in low- income housing. Moreover, while ths 'ow-lncoms credit baa 
been uted with aome aucceaa to rehabilitate exlatlnf low->lnct«/'0 housing when 
augmented by financial aaaiatanca through various forma of Federal, Stata or 
Local asaiatenca, there it acant evidence to indicate that credit la 
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encouratint the construction orofiv facilities low-incoae faailies. A 
more revealing illustration of the lack of effect i\*eness of the low-incose 
housins credit is the linited extent to which the credit has been used by 
state credit, and housing authorities since its inception. According to data 
supplied by the Rational Council of State Housing Ageicies, only 20X of the 
available lov>incoffle housing credits were utilized in 1987. Clearly, the 
credit sust be inproved if it is to be a successful instrusent in achieving 
the nation's goals regarding low-incoae housing. 

Proposal « to Improve the Viability of -the Credit 

While the NATXOHAL ASSOCIATION OF REAL' ORSS is quite sensitive to the 
mount ing concerns over the growth of the federal budget deficits and to the 
loss of revenue that major changes to the lowincoae housing credit would 
cause, nevertheless, it is abundantly clear that action needs to be taken as 
expeditiously as possible to address the dual problems of preserving the 
existing housing stock for low-incoae families, and of encouraging the 
construction of new facilities to avoid an increase in the nissber of homeless 
people. Although reality may dictate that new legislation providing meaninfui 
relief cannot ^be passed in 1988, the KATIONAL ASSOCIATICX OF REALTORS* vould 
reccommend that the following steps be undertaken by Congress as soon as 
possible: 

1. Enactment o f the Tgchnlcal Corrections L ejtislatlon. 

The Technical Corrections legislation, which was origiz^ally included in 
H.R. 35A5 but was deleted at the last moment, contains several provisions that 
would facilitate the efficiency and effectiveness of the low-Zncome housing 
credit. The HATIORAL ASSOCIATION OF R£ALTOIJ# strongly supports passage of 
these provisions as « first step in improving the workability of the 
low-incoae housing credit. One provision would correct a problem that 
presently exists with respect to the allocation of credit authority to a state 
in vhlch a building Is placed in service in a subsequent yrar. Because the 
curxent tax credit does not allow states to carry over unused credit authorit 
<$1.2S per resident), a building that was placed in service in a subsequent 
year could cause the state to exceed its credit authority for ....t year. 
Under the Technical Correction provision, a state would be permitted to elect 
to carry over unused credit authority for projects that «re specifically 
identified. The state'i credit volume limitation in those situations would be 
reduced from $1.25 per resident to $1.10. 

A second provision would provide that the determination of whether a 
tenant's income qualified as low-incoae could be made with reference to the 
higher of the area median incoae or tte state median income. This 
modification will slightly increase the yield to low-income owners, thereby 
enhancing ^he financial incentive for a developer to acquire or rehabilitate a 
low- income* project. 

Other cignificant provisio.v contained in the Technical Corrections 
legic j^tion will permit the owner of a low-incoae housing project to disregard 
changes in family size resulting froa death, divorce, separation, and 
abfQdo ifflent in determining the gross rent which may be charged an existing 
low-income tenant. Certain exceptions were also. provided froa the ten year 
anti-chuming rule for certain Federally-subsidized housing if the Secretary 
of the Treasury determined that failure to grant a waiver would result in the 
property not being used for low-incoae housing. And, the Technical 
Corrections bill would ha*'e excluded rental assistance payments under Section 
8 from gross rent in determing whether a project qualified for the special set 
aJide for tenants who canrot be charged in excels of one- third of the rent 
charged to non low- income tenants. 

2. PropQii.<1« For Improving the Ef fgetiveness of thg Low-Incgme Tax 
ClfiiU 

The segment oC the meabership of the NATIONAL ASSOCIATION OF REALTORS* 
which has had experience working with the low-income housing credit has made 
several suggestions that would enhance the effectiveness of the low-incoae 
housing credit. These suggested modifications are as follows: 



a. Propoiala to Modify o r Beaove »h» Reatrietlona Twpoaed on the 
A^*Uffa*^^tv of the Credit to Investors Und^r the Paaalve Loss 
Lial^ntlon 

Present i«v restricts the availability of the low-income housing credit to 
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investors vhose adjusted sross inceoes do not exceed i200,000. !f this 
threshold is exceeded, the credit begins to phase out and is totally 
eliminated at i2S0,000 of adjusted gt^ss incose. Consequently, investments in 
lov-incoae housing projects qualifying for the credit have largely been the 
province of corporate investaencs, vhich generally'are able to utilize the 
credit without liaitation under the passive loss rules. Moreover, because the 
credit is azortized over a ten year period, an individual investor vhose 
incocse, is expected to rise, is faced with the prospect of having a portion or 
sll of his credit disallowed due to the incose ceiling during the ten year 
period even though his incose was below the $200,000 threshold in the year the 
property vas placed in service. This factor can deter substantial investcents 
in low-ihcose properties by high-incooe individuals, who represented one of 
the prlBtry sources of private investaent in low-incoae housing prior to the 
1986 Tax Reform Act. The segaent of the aeabership in the NATXOrfAL 
ASSOCIATIOH OF REALTORS* that has had practical experience working with the 
new low-incoae housing credit has stressed that che aost isportant change that 
could be aade to isprovethe workability of the credit would be to exespt the 
credit altogether froa.the passive loss liaitation under both the r<tgular tax 
and the alternative minisua tax. This approach would expand the available 
aarket by allowing the credit to be fully utilized by high-incoae investors 
wh& would be attracted in far greater numbers to invest in low-incose housing 
projects. 

While an exesption for the low-incoae housing credit from the passive loss 
liaitation under both the regular tax snd the alternative ainiaun tax (AMI) 
represent.** a bol^i 'departure froa the tax policy principles enunciated in the 
Tax Kefon .386, the NATIONAL ASSOCIATIOlf OP REALTORS* believes that 

the policy *ve in this country of providing adequate housing for 

low-incoae .s is a priority that overrides tax ?olicy considerations. 

U**^ike othet mvestaents in real estate, low-incoae housing is not profitable 
i» its own right and aust offer tdd^d incentives to attract the requisite 
capital; When viewed in this light, an exesption froa the AMI passive loss 
provision also can be Justified on the grounds that retaining the passive loss 
liaitation for ANT purposes greatly underainea the incentiTe for the 
high-incoae investor who is likely to be subject to the AMI. If an investor 
is subject to the ANT, the value of the credit is diminished to such an extent 
that it would discourage cost high-incoae investors froo making the investaent. 

A recer.; ''aft of the National Housing Task Force appointed by Senator 
Alan Cranston <D-CA) recosaends as one of its policy objectives that the 
low-incoae housing credit should be exeap' roa the passive loss liaitation 
under tLe regular tsx and the AMI. In sui ort of its recoatcendaticn, the 
report cites the fact that low-incoae housing aust offer additional incentives 
to attract the necessary private capital. 

Host recently. Senators Danforth and Mitchell, together with 
Representatives Rtngel and Kennel ly, among others, introduced S. 2115, which 
would accoaplish the recosaendation of the National Housing Task Force, 
although it wduld also exespt the rehabilitation tax credit froa the passive 
loss limitation. S. 2115 would exeapt both the Icw-incoae credit and the 
rehabilitation tax credit froa the passive loss liaitation for the regular 
tax, but not under the alternative ainiaua tax (AMI). 

To reiterate, the NATIOriAL ASSOCIATION OF REALTORS* believes that the 
balancr that exists between tax policy and low-incoae housing objectives 
should be tilted in favor of the coapelling need for greater incentives for 
investaents in low-incoae housing. Accordingly, w; Relieve that a taxpayer 
should be allowed to apply the low-incoae credit a«dinst the AMI, while 
retaining the tighter liaitations on the use of the general business credits 
under S. 2115. The proposal would also eliainate the ' ncoae ceiling which 
prevents many high-incoae taxpayers froa investinc in low-incoae projects, and 
removes the reatriction Uniting the aaount of credits that a taxrayer can 
claim for investments in low-income properties to approximately 47,000. 
However, as a means of reducing the coat of the proposal in terms of foregone 
revenue to 1 the Treaaury, S. 2115 subjects both the low-inrome *nd 
rehabilitation tax credits to the limitations imposed on the ust of general 
^usiness credits and further tightens ''.hose rules. In particular, the 
proposal would limit the aaount of credits allowable to an individual to the 
firat $20,000 of the tsTT^yer's net tax liability plua 20% of the liability in 
exceaa of $20,000. S. 2115 alao aakea investments by tax-exempt orgtnizations 
in low-incoae housing and rehabilitated structures mora Attractive by making 
aeTeral modifications, including allowing the credit to offaet any unralated 
buainess incoms tax liability, exeapting tax-exempt orgtnizations frra the 
tax-exempt entity uae reatrictlona, and by clarifying that int^r^st income 
foregone on belov market loans to tax-exempt organizations operating qualified 
lov-incoae housing can be treated ss a qualified diatribution under ths psyout 
rules for private foundations. 
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The NATIonAL ASSOCIATION OF REALTORS* supports the general thrusc of S. 
211S In expanding- the sarket for Investsents In lov-tncoae housing by re::ovln$ 
the llaltatlon under the passive loss rules for lov-lncoae Investments. 
However, while KAR Is generally quite supportive oT the ^oal of preserving 
historic and older structures vhlch the renabllltatlon tax credit encourages, 
we' would sugscst that the acute proble&s of preserving the existing low-lncose 
housing stock and providing housing for hoseless fasllles warrant a sore 
Issedlate response than does the rehabilitation tax credit and that the two 
Issues should be addressed separately. 

There are a nuaber of other proposals sore sodest than a total exemption 
froa the passive Ios5 llnltatlon under both the regular tax and the AXT that 
could enhance the viability of the low-lncose credit. One approach would 
slaply life the lncoae ceiling (iZOO.OOO - iZSO.COO) for !;:gh-lncoae 
investors, thereby enabling thea to clala up to i7,000 In tax credits, while 
retaining the curr{.4tc dls«liowance of the credit against the A?fr and the 
celling of i7,000 ^'>n the jaount of credits that can be clalaed. A second 
proposal would reduce the disparity In the aaount of the credit percentage 
between the credit available on nonsubsldlzed low-lncose housing and 
subsidized low-lncoae h^oslng. Because cost low-lncoae housing projects that 
are currently undertaken utilizing the Icw-lncoae credit Involve soae fora of 
Federal, state or. local financial assistance, the rationale would be to 
concentrate & higher percentage of the credit on those types of projects that 
are actually being done by developers. For exasple, the current 93; credit for 
nonsubsldlzed, new construction or substantial rehabilitation could be reduced 
to SX or 7X while the credit for subsidized rehabilitations and acquisitions 
could be Increased to SX or 6X. A third approach would be to asortlze the 
credit over a shorter period of tine such as five yea;<v instead of the longer 
ten year period under present law. 

3. Extend the Low-Incor.e Credit Bevond Its Ctirrgne Expiration Date and M<Vg 

Tho existing credit for low-incoae housing expires in 1990 except for 
project J that are in r^ocess after that date and are placed in service by 
.January 1, 1991. While there are other transitional rules adopted as part of 
the 1986 Tax Reform Act that allow properties placed in service before January 
1, 1991, to qualify for the credit if certain criteria are set, the basic 
sunset rule for the low-i icose credit will aean that sost acquisitions or 
rehabilitations of low-incoae properties must be undertaken before 1989, 
unless the credit is extended. Clearly, the current provision requiring that 
the credit be sunset by the end of 1988 causes uncertainty in the platnlng 
leclslons of aany developers who would otherwise be interested in undertaking 
rehabilitations or acquisitions of low<-incoae properties. Consequently, 
Congress should act expeditiously to extend the credit beyond 1988 and to sake 
It peraar.ent. 

A. Rernove the Restrictions Ir:DQS£d_,on th^ Cash Flow Returns of Low^ncoge 



Many existing low-incoae properties (Section 236) iapcse restrictions 
Halting the yield froa the cash Invested in the projects. For exaaplr, 
Sectlop 236 Halts the yield on cash invested in the low-income structure to a 
6X return. In order to provide Incentives for low-incoae ovnera to continue 
to operate projects under Section 236 and other subsidy prograas for the 
benefit of low-incoae tenants, the NATIONAL ASSOCIATION OF REALTORS* would 
recoanend that the restriction on the yield froa cash InvestKnts be lifted. 
A aodlflcation of this nature would only enhance the attractiveness of low 
investaents to developers in existing low-incoae properties. Moreover, in 
light of the restriction that presently exists under t * low-incoae credit 

liaiting the groaa renta pald by fajilllea in low-incoae unita to 30X or less 
of their qualifying Incoae, a proposal to lift the reatrictlon on the return 
from caah' Investaents vould not cause an additional burden for the lov-lncoae 
occupanta. 

Conclusion^ 

The KATIOICAI* ASSOCIATION OF REALTORS* cosmends Chairman Rangel and ether 
aeaberi of the Select Revenue Meaa'Jres Subcosailttee for holdlnc this hearing 
on the vital issue of addresalng the country's needs f^r ths Szeaenration of 
existing lov-lncoae houalng and the construction of new facilities. While ve 
believe that the Isaus of providing incentivaa for the construction of new 
facilities An iaportsot policy Ifsue that atist be addreaaed laBlnently if the 
hoaeless problea is to be favorably reaolved, ve do believe that the iiora 
cofflpelllng need is to devise legislation that vlll meet the Bore Imedlata 
problem of presarvirg tha existing houalng stock for lov-lncoae faiiilias end 
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assuring that these facilities vlll continue to be ovned and operated for 
♦'♦'nlr benefit. While we are sensitive to ongoing Federal budsetary deficits 
%-d concerns, we believe that sters need to ba taken In the short nzn to 
Adequately deal with this problea, or. Inevitably, the result will be that the 
price eas to the Federal sovernaent of dr/lslns an acceptaMe solution later 
will only be coapounded. We stani read* to work with the Congress and this 
Adslnlstratlon or the next one In helplr.; to shape a i adequate and responsible 
solution to the problca of prcvldlng housing ^'jtllles of low and Eoderate 
Incoaes. 
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Karch 16, 1988 



-llUi' Honorable CSurles B. Rangel 
C3i«lritatt, SubcoottlCtee on Sel:;cC 

fievenue Keagures 
Bou3C Coaalttee^cn Vaya and Keana 
4102 Longvorth- House Office Building 
Vaahlngton, d.C. 20515 

Dear Chalnsao Bangel: 

00 behalf of Che Rational CooperaClve Business Association, I would like 
to express support foe enacbient of the Lov Incoae Housing Tax Act of 1987, 
H.R. ,3663. I vould. appreciate If vou would submit this stateaerf for 
Inclusion In the record of public hearings held on March 2 and 3 on this 
legislation and other proposals to use tax policy to preserve our nation's low 
iQCoae housing: stock. 

The Natlonar Cooperative Business Association <NCBA), founded In 1916 as 
the. Cooperative League of the. USA, Is a national nembershlp and trade 
asaoclatlon rejtasentlng Aaerlca's cooperative business cooHnunlty. NCBA's 
neabershlp Includes fam supply, agricultural Marketing, Insurance, bi.nklng, 
housing, health care, coosuaer goods and services, stwdent, credit union, 
worker, fishery, rural electric and telephone, state associations and othi^ 
types of cooperatives. 

NCBA's diverse neabershlp comprises four tiers of cooperative 
organl rations: national, regional, state and local organizations, thesii 
tiers are represented In each of several aembershlp sectors and personify the 
oil* In 51ve Arerlcans who belong to a cooperative. 

NCBA's housing sector Includes housing cooperatives and professional 
housing organisattons coanltted to the 'development of cooperative bousing. 
Several levels a forganlza clonal involvement are evidenced through the 
membership of soch gioups aa the Asaodatlon of Housing Cooperatives, the 
Council of State Housing Agencies, the National Corporation for Housing 
Partnerahlps, the Massachusetts Cooperative Task Force, the New York Council 
of. cooperatives, and Greenbelt Cooperative Hoi:s. 

^ HCBA supports tlie.developaent and expansion of ^'cooperative business In the 
United States and In lesser developed countries; represents the cooperative 
business community before Congreca, govemmantal bodies and other notional and 
-vorld organizations; and promotes IntematlonaL commerce, banking and Joint 
ventures by and a»ong the world's cooperatives. NCBA's housing program 
encourages the development and successful operation of housing cooperatives In 
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the United States through leglsUttve advocacy^ education and tralnln;c. 
developaent services and public relations work! In recent yL-s! KCBV8 
^ devll^paL^?!^"* ^"P^*^^"^ coopera:r;e\oulg 

vrevlZt «tLTof Jo' J'^'f^^ '^'^ P^"^y P"«^^« 0"^ country's 

J^rvn ? 5 ^i,^'' ^^^'^^ housing. Ve coamend you and Representative Frank 
for your leadership In this Important area. tentative txanic 

an afLrd«Mrh"c}*^' recognition of cooperatives as 

an affordable housing resource. It Is a true but little known fact chat 
?^U« ThT''?^ IS Predoalnantly owned by low and n^d^^" fncLf 
f^Ut^^s^ffn&}^^'V"^"T"*"« atructure of a housing cooperative 
facllltr.es effordablUty » for It allows for project financing, the use of 
project and member^based subsidy, resale price controls, non"p;oat operation 
and accuaulatlon of financial reserves. operation 

NCBA supports Sections 5 and 6 of this legislation which would strengthen 
U«lteS.eail '° of Halted equity housing cooperative" We reco^e^ 

United-equity structures to ensure permanent housing affordsblllty . However 
we concur with the National Association of Housing Cooperatives In ^ 
recommending th^lC these provisions be broadened to Include housing 
^Sni^^'r" "^'f P^^^^ control but stlU^erve 

^a^tloiTL'Sri' '° subcomlttee to e^^nd its 

thf fLf«?«.^^^ ^"^'^f Section 216 to include Interest from 

the Investment of reasonable reserves; subsidies, grants, and similar forms of 
Income; and Insurance proceeds earmarked for reinvestment. 

<:*.tt^n^f f preserve the lo„ Income housing stock, 
^hr««^^^^^^^ appropriately focused. However, we urge the 

to hHln^ ^ "'f^"* applicability of Section 2?7 

cooperatives. Until this Issue 1. clarified legislatively or In 
^^n1^^;^M;^*~/''^^;^^^ subconmlttee not to Infer Section 277' s 

applicability In this legislation or related report language. 

Thank you for this opportunity to submit our views. Please let us know if 
we can be of any aatlstance aa you proceed with this leglalation. 

Sincerely, 

BAfiBARA J. THOMPSON 

Vice President for Housing Development 

BJTiemd 
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u/Nn*^*,*r. STATEMENT OF THE NEW YORK STATE 

MORTGAGE LOAN ENFORCEMENT AND ADMINISTRATION CORPORATION 

This statement is made on behalf of the New York State 
Mortgage Loan Enforcement and Administration Corporation 
("MLC") by Kyllikki Kusma of Browns tein Zeidman and Schomer 
(Washington, D.C.) and addresses the problem of maintaining the 
stock of governmental ly-assisted lo^-income housing, and the 
important ro]e which the Internal Revenue Code of X986* as 
amended ("Code") can and should play in preserving the 
low- income housing. 

MLC is a state run agency under the auspices of the Urban 
Development Cor5>oration which is responsible for $1.2 billion 
dollars of subsidized, low income housing loans originated by 
the New York State Urban Development Corporation. Most of this 
housing was built pursuant to the HUD-assisted but uninsured 
Section 236 Loan Program that carries low rates of interest. 
Many of these uninsured project mortgages have experienced 
financial problems and currently have debt service arrears in 
excess of $X58 million. To make needed repairs to maintain 
these facilities and to avoid foreclosure, these projects need 
to attract investors who are willing to contribute cash and 
assume ownership and operation of the property. The infusion 
of capital enables the owners to make the capital contributions 
anii improvements required to stabilize the operation of the 
properties and to attract tenants so that the cash flow from 
the property will become sufficient to meet its operation 
costs, including debt service, normal operating expenses and 
repairs. Unfortunately, the adoption of the Tax Reform Act of 
1986 ("TRA") has had a significantly adverse impact on the 
ability of KLC and others interested in preserving low- and 
moderate- in come housing to attract necessary capital to 
maintain the projects in a decent, sanitary condition and pay 
basic operating expenses. 

The inability to raise needed capital will result in 
further deterioration of this valuable housing stock which 
cannot be replaced at any reasonable cost. The elimination of 
federal housing programs for low-income tenants and huge 
increases in the cost of producing these units have made the 
maintenance of the valuable assets which are represented by 
these existing projects all the more imperative. It makes no 
senso not to preserve these valuable housing units. 

New York State is large and diverse and made up of 
significant urban and rural areas. The result is that the 
problems faced by New York reflect the diverse problems of 
creating and maintaining hojsing tHroughoUt the country. The 
varying costs, needs and peculiar circumstances facing the 
needy throughout New York support the general notion that 
significant and flexible responses to the problem of 
maintaining affordable housing must be pursued at the federal, 
state and local levels. 

New York State has never shirked its responsibility to be 
in the forefront of developing and maintaining housing for low- 
and moderate-income peoples, well before the policies of the 
current Administration directed more and more responsibility 
for housing reduction and maintenance to the states* New York 
State had mads significant and innovative contributions to the 
cause of producing and maintaining its low-income housing 
stock. That commitment has increased dramatically in recent 
years with programs from state and local levels committing 
hundreds of millions of dollars of state and local funds to 
this ef£jrt. 

LOW-INCOMi: HOUSING CREDIT 

The task and the cost of housing, however, is one which 
cannot be borne by thfj states and localities alone. This fact 
clearly was recognized by the Congress in connection with the 
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adoption o£ the TRA in at least one respect. While the 
devastating impact on rental housing was clearly folt in the 
context o£ changes to the laws relating to the treatment o£ 
passive losses and the extension o£ depreciation with respect 
to^ rental property, the adoption o£ the low-income housing 
credit (**low-income credit") signaled a continuing federal 
concern and commitment to housing o£ low income Americans. We 
coinmend this continued commitment but our concern is that the 
credit needs to be amended to meet the needs ot low mcone 
renters. ^ «iummary o£ these changes follows. 

I. CARRY-OVER 

Section 42(h) <6)(B) o£ the Internal Revenue Code o£ 1986» 
as amended ("Code*') vhich provides that unused credit 
allocation cannot be carried over to any other year^ must be 
amended. The inability to carry over credit creates 
uncertainty £or both state housing agencies and project 
developers. Housing agencies have a limited amount o£ 
low'income credit which they can allocate in any one year. In 
mal'ing the allocation^ they have several concerns: they do not 
want to over- or under- allocate the credit Cor a year and they 
want assurances that projects preliminarily allocated the 
credit are worthy and will be placed in service during the 
year. Because o£ delays inherent in structuring a transaction 
for the sale of a building and in any construction project » 
there is no assurance that a building will actually be placed 
in service for the year the agency contemplates allocating the 
credit. Planning is disrupted. Permitting carry-overs of 
credit will facilitate planning and insure that worthy projects 
are allocated » and actually receive^ the low-income credit. 

Planning considerations are equally applicable in the 
case of specific projects. Thus, projects also should be 
permitted to carry over a low-income credit allocation. 

II. $25,000 PASSIVE LOSS EXEMPTION 

Most of the incentives favoring low-income housing were 
eliminated by the TRA. The low-income credit provisions were 
enacted'^ in part» to provide an incentive for the continued 
construction and preservation of low-income housing. 
Historically » investors in low-income iiousing have been high 
income earners who have disposable income to invest and who can 
afford to make a large* illiquid investment that has 
substantial risks and no expectation of cash flow or near-term 
appreciation. 

Under TRA, passive-activity losses can generally be 
utilized to offset only passive-activity income. An individual 
investing in low-income housing may* howeve offset up to 
$25,000 of non-passive income from his low-^uwOme rental real 
estate activities regardless of whether he actively 
participates in such activities. The $25,000 allowance is not 
available* however, for wealthy taxpayers* since Code section 
469(1) (3) (B) phases out the $25*000 allowance with respect to 
taxpayers whose adjusted gross Income for the taxable year 
exceeds $200*000. 

A $200*000 limitation essentially forecloses from 
investing in low-inccme housing the very investors who have 
sufficient funds for an illiquid investment and who can 
undertake the risk that it entails. Moreover* even if an 
investor has income of below $200*000 at the time of the 
investment* the investor would lose the ability to use the 
low-income credit if later his or her income increased beyond 
that amount. That factor alone may dissuade potential 
investors. The provision of low-income housing is a worthy 
social gual which will be easier met if the $200*000 Umitation 
is either eliminated or increased to meet the adjusted gross 
incomes of investors willing to invest m low- income housing. 
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As an alternative. mLC would support the approach taken in 
the "Cortmunity Revitalization Tax Act of 1988" (5.2115 and H.R. 
4048). These Bills would e-liminate the low-income credit from 
the passive activity rules in exchange for a reduction in the 
amount of the general business credit which a taxpayer may 
claim in any taxable year. 

m. SER^ASIDE REQUIREMENT 

A project qualifies as a low-income project if, inter 
alia,. 20 percent or. more of the units are occupied by tenants 
whose income is sr percent or less of area median income or 40 
percent or more of the units are occupied by ten^'nts whose 
income is 60 percent or less of area median income. While we 
understand and appreciate that relief should be targeted to 
serve the most needy, projects must generate enough income to 
enable a developer to finance the project, in areas where low 
median income and high construction costs combine to create 
burdens on housing development and operation, higher targeting 
is necessary to provide more income through project rents. 

The Conference Agreement provides that income limits may 
be adjusted for areas that have unusually low family incomer or 
high housing costs relative to family income. The adjustments 
are to follow section 8 determinations of very low< income 
families and area median gross income to reflect the 50 percent 
and 60 percent income levels. Under the authority of this 
section, the targeting requirements should reflect the needs of 
areas that have low area median incomes and high construction 
costs. 

A formula should be established to enable high cost/low 
area median income areas to adjust the area median income 
limits established by TRA. The formula should compare local 
costs of muliifamily housing construction, land and area median 
incomes, with similar national costs and incomes. The current 
income limits (i.e., 50 percent or 60 percent of area median 
income) would be used as a base. In areas where the cost of 
construction exceeded the national averaae and/or where the 
area median income fell below the nationwide median, the income 
limits could be adjusted upward, incorce limits would not be 
reduced below levels established by TRA in areas where 
construction costs were lower than the national average or the 
area median income was higher. 

The proposed formula would compare area construction 
costs and median incomes to such national standards. The 
numerator of the formula vould compare area costs of 
mult i family housing construction with nationwide costs. The 
denominator would compare area median incomes with the n.itional 
medi?> income. The formula is expressed below: 



area cost of area 
inultifamily median 

construction . income 

nctional cost of , national 
multifamily median 
construction income 



The concept of a construction cost index that recognizes 
variati- local construction costs has already been 

propose^* or hospital capital costs. The department of Health 
and Hu * Services (HHS) eng^iged Dodge Data Resources, inc. to 
develop \.he construction cost index, and it was utilized in its 
regulations. 

Current low-incom<i rents are barely adequate to cover 
maincenance and operation costs. As a result, the capital cost 
of construction cannot be recouped and return on that capital 
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is merely hypothetical. Applying the proposed formula to 
establish income limitations would improve the ability to 
finance these projects and to mair.e them economically and 
financially feasible. 

IV. GROSS RENT; STATE OR LOCAL ASSISTANCE 

Code section 42(g)(2)(B) defines "gross rent" for 
purposes of setting forth the standards for a rent*restricted 
unit in a qualified lowincorr'* housing project, It 
specifically provides that grods rent does not include payments 
under Section 8 or any comparable Federal rental assistance 
program. Technical corrections should clarify that rent 
supplement and Rental Assistance Payment programs are 
"comparable Federal rental assistance programs.'* In addition^ 
it is our understanding that gross rent is not to include 
payments under state or local assistance programs that are 
comparable to the Federal Section 8 program. Technical 
corrections should confirm this understandina. To provide 
otherwise would discriminate against those projects that have 
rent assistance under state or local programs rather than under 
the Federal Section 8 program. 

V. DISTRESSED PROJECTS 

State and local municipalities cr their instrumentalities 
(hereinafter called "governmental units") may acquire « through 
the foreclosure process » projects that are currently in 
default. Code section 42(d)(2) (b)(ii) generally provides that 
there must be a period of at least 10 years between the date a 
taxpayer acquires a building and ^he date the l'«uilding was last 
place in service. There is real oncern that a governmental 
unit's acquisition of a project under foreclosure procedures 
may be treated as a placement in service. If so, the project 
will not be eligible for a credit allocation for a 10-year 
period. 

Project owners view a foreclosure as a final option for a 
d^istressed project since foreclosure triggers the recapture of 
previously taken tax benefits and is likely to result in a 
Fedecal tax liability to the defaulting owner substantially in 
excess of cash, if any, distributable to such owner. 
Foreclosures arise under one of two circumstances. A tax 
foreclosure occurs when property owners do not pay their taxes 
and the city forecloses on the property. Foreclosures also 
occur when property owners do not make payments on their debt 
obligations. The goal of the governmental unit under either of 
these circumstances, is to find owners for low-income housing. 

A. Acquisition by Governmental Units 

Presumably, the 10-year rule was enacted to prevent 
abuses arising from the churning of properties. Acquisition by 
a governmental unit will not lead to this abuse. Governmental 
units are not organized to be in the bus^.tess of operating 
rental buildings and it is not to their benefit to do so. When 
a governmental unit acquires a project through foreclosuL'e, its 
goal is not to take the low-income credit or to make a profits 
but rather, to find a buyer for the property to assure that 
decent housing can continue to be provided. 

Concluding that acquisition by reason of foreclosure (tax 
or otherwise) constitutes placement in service, runs counter to 
the intent of providing decent affordable low-income housing. 
Although there is no guarantee that any project will be 
allocated, and actually receive, the low-income credit, 
properties acquired by foreclosure by a governmental unit and 
sold will not even be in the running unless it is clarified 
that acquisition by a governmental unit does not constitu e 
ploicement in service « 
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In addition^ the definition of "governmental unit" should 
be clarified to Include corporate subsidiaries of state 
agencies which themselves are ''governmental units" where such 
subsidiaries enjoy all of the privileges, Ljnunltles, tax 
exemptions and other exemptions of :>he state agency. 

B. Federally-Assisted Building 

Code section 42(d)(6)(B)(ll) defines a 
-federally-assisted building** as any building which Is 
substantially assisted, financed or operated under section 
221(d)(3) or 236 of the National Housing Act of 1934. Many 
housing projects are built pursuant to the HUD assisted but 
uninsured section 236 program. Technical corrections should 
clarify that projects assisted, but uninsured, under the HUD 
236 program qualify as "federally-assisted building," and that 
different standards should not be applied to these projects. 

VI. 10-YEAR HOLDING PERIOD; STATE OR LCK'AL ASSISTANCE 

For purposes of the low-Income credit, the cost of 
acquisition of an existing building may be Included In eligible 
basis only If the building has not been previously placed In 
service within ten years. The Treasury Deoartment may waive 
the ten-year requirement for any building substantially 
assisted, financed or operated under HUD section 8, section 
221(d)(3), or section 236 programs, or under the FtnHA section 
515 If the waiver is necessary (I) to a'ert an assignment of 
the mortgage to HUD or FtnHA, (II) to avert a claim against a 
Federal mortgage fund or (III) by reason of other circumstances 
of financial distress. 

Passage of Code section 42(d)(6) is evidence of Congress' 
recognition that federally-assisted projects should not be 
penalized under the credit proylslons merely because financial 
dlstrt^s necessitates their sale. The same relief, however. Is 
not granted to state or local governmental-assisted projects 
that are experiencing financial distress. 

As enacted. Code section 42(d)(6) places Its emphasis not 
on the substantive Issue of whether a project Is financially 
distressed, but rather, on the source of the building's 
assistance. Whether a building is assisted under a federal 
program or a state or loca\ program should not be the factor 
that determines whether a building Is eligible for the 10-year 
holding period relief set forth by code section 42(d)(6). in 
order to ensure that otherwise Mentlcal projects receiving 
state or local assistance are nu^ treated differently from 
those receiving federal assistance, the rule should specify 
that state or local programs that are comparable to HUD section 
8, section 221(d)(3), or section 236 programs, or the FtnHA 
section 515 program are entitled to the relief set forth under 
Code section 42(d)(6). 

VII. INCOME LIMITATIONS; FAMILY SIZE ADJUSTMENTS 

Under tne low-Income credit rules, adjustments for family 
size are required In determining area median Incomes. This 
requirement has a serious Impact on the ability to underwrite 
projects. Underwriters need to project the rental Income a 
project vlU generate to determine the amount of the mortgage 
loan the project can support; If the determination of available 
rental Income cannot be determined Ui.tll the project Is rented 
(and the family size of the tenants determined), underwriters 
must assume all low-lnsome units will be occupied by the 
smallest numhers of persons or families. Moreover, continued 
eligibility of units can be affected by changes In family size. 
If, for example, a family member dies, grows up and moves out 
or leaves because of a divorce. 
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The effect of annual recertif ication and required 
faznily-size adjustments is to place low*incoi&9 households in 
annual jeopardy of evictioa or substantial rent increases. Vet 
because of the very shortaqe of low- and moderate- income 
housing the program is designed to alleviatOf in many areas 
with low vacancy rates* alternative housing is not available. 
The family-size income limit adjustments also substantMlly 
increase the risk of unintentional noncompliance for the owner. 

The low-income credit rules should be amended to provide 
that family-size adjustments do not affect income eligibility. 

VIII. SECTION 8 ASSISTANCE 

Assistance payments under Section 6 require the gross 
rent paid by occupants of a low-income unit always to equal 30 
percent of the tenant's income and therefore to Increase as the 
Income of the occupants increases. As a consequence* a 
low-income Section 8 tenant whose income exceeds the applicable 
low-income credit income standard ( i.e. * 50 percent or 60 
percent of area median income) will be required to pay more 
than 30 percent of the applicable low-income credit standard as 
his rent contribution* a violation of the low-income credit 
requirements. The low-income credit rulei; should be amended to 
provide that the gross tent paid by the low-income tenant may 
exceed 30 percent of the applicable income limits to the extent 
such increase is required under the Section 8 program. 

IX. TRANS ITIONAL_RELIEF 

To maintain the continued ability of KLC projects to 
house the poor* klc requires traxisitional rule relief under the 
low-income housing credit rules. 

KLC's portfolio ot low-income housing includes many 
projects that are severely in arrears with respect to payments 
of both principal and interest. Most of the projects need 
significant repairs and maintenance which require significant 
additional infusion of capital. There is a very real 
possibility that defaults will occur. Unless the projects can 
be sold* the defaults will trigger foreclosures. In addition* 
defaults often mean a decline in management services and other 
detriments to tenants. 

Because so many of HtC's projects are experiencing 
financial distress and are not attractive to investors* special 
relief is needed and justified. Section 2S2<f)(2) of TRA 
granted an extra credit allocation to specified housing 
agencies and provided that the applicable percentage for 
buildings allocated the credit will be one. KLC requests that 
any low-income project in its portfolio that is allocated the 
credit be treated as having an applicable percentage of one. 
In the alternative* we request that this relief be granted to 
the projects that are most severely in arrearr. By increasing 
the credit amount* MLC's proj-^cts will attract investors. The 
new influx of funds will helo ^o preserve the existing 
portfolio of low-income housinj. 

X. EXTENSION OF SUNSET 

The low-income credit is scheduled to expire at the end 
of the 1989 calendar year. The sunset date should be 
extended. The low-income credit rules were enacted in response 
to changes in laws relating to the treatment of passive losses 
and the extension of the 'iopreciation period for rental 
property which made investment in low-income housing 
unattractive, with the sunset of the low-income credit* there 
would be no incentive left for investors to invest in 
low-income housing since it offers little current cash tlow and 
limited appreciation. 
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XI. TSCHHICAL CORRECTIONS ACT 

Many important changes were included in the Technical 
Corrections Act passed by the House of Representatives last 
year which are critical to the effective use of xhe low-mcortte 
credit. Those change:; should be adopted at the earliest 
possible time. 

H.R. 3663 

The remainder of this statement cocasents on the 
provisions of H.R. 3663 which Congressmen Rangel and Frank 
introduced on November 19, 1987 (the "Bill"). The Bill, which 
is aiised principally to promote maintenance of low-incorae 
housing projects is an important step in the process of 
preserving existing housing stock. 

The Bili'pcovides incentives to the preservation of 
low-income housing by four ^jeneral means: The basis of a 
qualified low-income building is restored, a certain portion of 
gain realized from the disposition of low- .acome use-restricted 
property is not recognised, certain buildings are eligible to 
use the low-income credit regardless of whether there has been 
a transfer to a third party, and the lO-year waiver rules are 
am.ended > 

I. TEN-YEAR PLACED IK SERVICE RULE 

Under 7PA unless 10 years have elapsed since a building 
was last placed in service the iow-inccme credit is not 
available even when a transfer of the property occurs unless a 
waiver of the holding period is received." Moreover, a project 
is eligible for the waiver only if it is federally-assisted and 
if the waiver is necessary to avoid an assignment of the 
mortgage to HUD or the Farmers Home Administration, to prevent 
a claim against a federal roortgage insurance fund or by reason 
of other circumstances of financial distress. This m.eans that 
the credit is unavailable for a large number of low-income 
projects in Mew York State and elsewhere. The Bill makes 
favorable amendnents to this 10-year waiver rule requirement by 
providing that the waiver is available for government assisted 
buildings if the credit is needed to enable the project to 
avoid default or to be retained for low income. These are 
significant clarifications and should be adopted. 

"Government-assisted building" is defined to mean any 
building that is substantially assisted, financed or operated 
under any federal, state or local housing program.. The 
definition should be amended to provide that 'federal, state or 
local" includes any of their subsidiaries or instrumentalities. 

II. REQUIRED SALE O? EXISTIKG HOUSING 

The TRA provides that the low-incom.e credit is available 
for existing housing stock only to the extent that the project 
is transferred to another owner. The Bill recognizes the need 
to provide low-income credit for existing properties without 
the requirement of the transfer and sale of the property so 
long as additional requirements, such as the infusion of 
additional capital, are satisfied. This approach ensures that 
more of the benefits of the lov-mcome credit will go into the 
project itself and not to the costs of the transaction. 

III. BASIS RESTORATIOr; 

Under the Bill, the basis of certain property can be 
restored if: (i) the building constitutes "qualified 
low-income housing," <ii) the owner enters into an Agreement 
with the appropriate government official (the Agreement ) 
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under which the owner agrees to (a) continue to operate the 
building under the existing program restrictions for the longer 
of 20 years or the remaining tern of any indebtedness provided 
(or subsidized) under the program (or, the remaining terra of 
any Section 8 contract), and (b) raake- capital contributions 
determined to be necessary to repair and restore the building 
to sound physical and 'financial condition within 24 raonths of 
the Agreement date; and.(iii) no low-incorce credit was taken 
with respect to the property for any period before the date of 
the Agreement. 

A buildin«, constitutes "qualified low- income housing" if 
(i) it is substantially assisted, financed or operated under a 
federal, state or local housing program and is subject to 
restrictions on rents or income with respect to at least 20 
percent of the tenants, (ii) its adjusted basis does not 
reflect- a prior adjustment under new Code section 1061(a), and 
(iii) it is the subject of an agreement with an appropriate 
government official. The Bill should clarify that the phrase 
"assisted, financed or operated" does not require the project 
to be insured under the appropriate government program. Any 
housing projects receiving state, local or federal assistance 
but no insurance should be treated as "assisted, financed or 
operated" under a federal, state or local housing program. 

IV. "APPROPRIATE GOVERNMENT OrrlCIAL- 

Under the Bill, "appropriate government official" is 
cefined to mean the head of the governmental body primarily 
responsible for administering a federal, state or local housing 
program. The "appropriate government official" plays a 
significant role under the Bill since he or she has the 
authority to determine the amount of capital contributions 
required to restore a building to sound physical and financial 
condition and enters into the Agreement described above with 
the cwner of the project. The definition does not provide who 
the appropriate official would be if a project receives 
assistance from more than one governmental source. The rule 
also fails to consider that it is at the state or local level 
where the programs are administered and where information 
regarding the projects is most readily received and analyzed. 
The Bill should provide that the local agency or governmental 
instrumentality under which the project operates should be the 
"appropriate government official" in all situations. 

V. COMPLIANCE PERIOD 

Qualification as "qualified low-income housing" is 
required to secure restoration of the property's basis or for 
the building to be eligible for the low-income credit. As 
drafted, the building would be -required to be subject to 
restrictions on rents or income for at least a 20-year period 
The low-income credit rules require a 15-year compliance 
poriod. The 20-year restriction period should be reduced to 15 
years to eliminate the inconsistency between these sections. 

VI, RECAPTUR£ OF BENEFITS 

New Code Section 1061 (which sets forth the credit and 
basis restoration rules) would require recapture of its 
benefits if, prior to expiration of the Agreement, the owner 
fails to operate the quaiiciyd low-income housing in accordance 
with the terms of the Agreement or disposes of the housing. In 
addition, interest would be imposed. 

These recapture provif;ions do not contemplate a reduction 
in the amount recaptured to reflect the pericd of time that the 
project was operated according to the terms of the Agreement. 
The owner who maintains a building according to its Agreement 
for 19 years of a 20-year commitment should not be treated as 
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harshly as one who maintained a building according to its 
Agreerrent for only 5 years of a 20~year comitment. 

The Code section 1250 recapture rules reduced the amount 
of ordinary income to be recognized with respect to low-incoxe 
housing based on the nuriber of years the property was operated 
according to its Agreement. Similar rules would be appropriate 
here. 

Vir. DISPOSITION OF PROJECT 

One of Che major problecs in atterr.pting to preserve 
low-incorce projects is the negative tax consequence which cay 
result to existing owners who wish to dispose of these 
properties. The result often is that existing owners will not 
dispose of facilities — which might be, better ntamtained m 
the hands of a new ov-Tier — because of concern by existing 
owners that the sale will trigger negative tax consequences. 
The result is that these properties will continue to be owned 
by parties who have insufficient funds to maintain the 
properties and therefore signif ic^rit deterioration of the 
facilities often results. 

The Bill makes significant stridjs in xeeting the coal of 
preserving low-incor.e housing by excluding from taxable income 
a portion of the gam realized by a seller of low-income 
property from taxable income if the property will be maintained 
as low-income property by the purchaser. This provides a real 
incentive for sellers who are unable to maintain the property 
wO sell and to seek buyers who are committed to providing 
housing for the poor. 

Under the Bill* the "qualified low-incoxe_ housing 
project- can be sold after a five-year holding period. For a 
project to be eligible for the low-income credit* however, 
there must be a ten-year period between placements in service. 
While the Bill provides an incentive for sellers* there would 
be no incentive for buyers to purchase the building unless they 
had the potential of receiving the low- income credit. That 
potential can be there only if the low-income credit rules are 
amended to provide that projects purchased from sellers who 
receive the benefit of new Code section 135 are eligible for 
the low-income c: edit without regard to the 10-year holding 
period rule. 

A -Qualified Disposition" requires among others* that a 
partnership contribute the capital required to repair and 
restore the project to a sound physical and financial 
condition. While It is clear that the partnership should be 
required to contribute capital, the language of this section 
implies that assistance from other sources is not permitted and 
therefore should be amended to reflect that a project acquired 
by a parti.ership can receive* for example* local gr^.nt funds 
without violating Code section 135. 



A further incentive to the preservation of low-inccce 
housing would be to permit investors in these projects to 
reduce their alternative minimum tax by the passive losses 
generated by the project. 



ALTERNATIVE MINimJM TAX 
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AREA J 
268 l^kewood Blvd. 
Park Forest. Illinois 60466 
Telephone (312) 481*9260 



February 26, 1988 



Mr. nobert J. Leonard, Esq. 
Chief Counsel 

Committee on Ways and Means 

1102 Longworth House Office Building 

Washington, D.C. 20515 

HEFERENCE: H.R. 3663; SEC V and VI 

Dear Mr. Leonard: 

On behalf of 390 cooperative shareholders of Park Forest Coop- 
erative III in Park Forest, Illinois; please wake a matter of 
record this statement for review by the honorable Charles B. 
Rangel, Chairman, Subcommittee on Select Revenue Measures, 
Committee on Ways and Means, U.S. Hou. of Representatives. 

Please consider this a statement of supp t for broadening the 
scope of SEC V and VI of H.R. 3663 to coincide with current pro- 
posals by the National Cooperative Business Association, National 
Association of Housing Cooperatives, New York Council of Cooper- 
atives, Federation of New York Cooperatives, the Coordinating 
Council of Cooperatives and the Mitchell-Lama Council. 

Specifically: 1. treatment of interest on mandatory (required 



by the terms of the mortgage) and reasonable 
reserves and escrows for all housing coopera- 
tives as member income; 

2. clarification that insurance proceeds from 
residential property which will be reinvested 
or placed in a reserve for the property's re- 
pair or improvement are member income; 

3. treatment of commercial income as member income 
for low and moderate income cooperatives; 

4. repeal of the 80/20 test and replacement with a 
principal purpose test for all housing coopera- 
tives ; 

5. inclusion of a no judicial reference clause, as 
it relates to the applicability of Section 277. 



Thank you for your attention to this very important matter. 
Sincerely, 




H^^Jack Lemon 
President/Board Chair 



HJL;bjt 
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The Real Estate Board of New York, Inc. 




Ami £«c«*e»v 



Dov^ ltmtf*<M>an* < Ami l^c 



Tmcmti »t«i««nc« crttf Aw4y /Kmc 
M«0 



Uw j r A. ^ «i y ***! 

Sstnt 

Os*/lMJ UWMI 

^•5-*. l>VMt «#y»f I a««r 



New York. HY. 10017 

TEL. (212) $32<J:0O 
FAX (212) 779 5774 



March 17, 1988 

Robert J. Leonard, Esq. 

Chief Counsel, CoonitCee on Ways and Means 
U.S. House of Represencacives 
1102 LOiigworCh House Office Building 
Washington, D.C. 20515 

Subconniccee On Select Revenue Measures 
Hearings March 2 & 3, 1988 

Dear Sir: 

The Real Estate Board of New York, Inc., whose 5600 
nenbers include owners of governoent-subsidised low and 
noderate-incone rental housing projects that are or 
shortly will be eligible to "opt out" of their respec- 
tive governoentally-restricted programs, supports the 
concept of HR 3663, spons6red by Chairnan Rangel and 
Representative Frank which would provide additional 
tax incentives to encourage the voluntary preservation 
of existing governoent assisted rental housing. 

It is criti 
incent i ves 
housing to 
to Qore pro 
new low and 
the same ti 
must be vo; 
contractual 
mortgages a 
regulation 



cally important to provide new financial 
to persuade the present owners of such 
fcrgo their right to convert such properties 
fitable uses given the almost total lack of 

moderate-income housing development. At 
me, we firmly believe that any such measures 
untary and must not impair the owners* 

right to prepay their government-subsidized 
fld rent or sell their properties free from 
under the government-subsidy program. 
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ing tax be 
subsidized 
wise be el 
restrictio 
owners agr 
under the 
gram for a 
twenty yea 
subsidized 
contribu ti 
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rstand it, HR 3663 would prov 
nefits to owners of existing 

rental housing projects, whi 
igible to free their projects 
ns on rents or income, provid 
eed to (i) continue operating 
restrictions of the governmen 
in additional period equal to 
rs or the remaining term of a 
debt on the property, and (i 
ons in an amount the appropri 
etermines to be necessary to 
o sound physical and financia 



ide the follow- 
gcvernment- 
ch would other- 

from program 
ed that such 

the projects 
t-subsidy pro- 
the greater of 
ny government- 
i) make capital 
ate government 
restore the 
1 condition. 
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1* The adjusted basis of the property would be increased to the 
original acquisition cost plus the amount of any expenditures for 
capital iDprovements incurred before the agreement date. This 
"stepped up" b9si3 would determine the future depreciation deduc- 
tions allowable to the owner as well as the anount of taxable 
gain on ulnimate disposition of the property. 

2. Assuming that 10 years have passed since the property was 
placed in service (or substantially rehabilitated) and the 
project* or a portion thereof* otherwise qualifies for the low- 
income housing tax credit* the owner would be treated as placing 
the property in service on the agreement date. The amount of the 
tax credit would be based on the stepped up basis described 
above • 

3. The lO-year "anti-churning" requirement of the low-income 
housing tax credit would also be waived if (1) the appropriate 
government official determined that the availability of the 
credit was necessary to avoid default or enable the project to be 
retained for low-income use* or (2) the owner had acquired the 
property from a governmental body after a default. 

Alternatively* non-corporate owners of existing low and moderate- 
income projects would be encouraged to sell their projects to (a) 
a non-profit tenants* organization or other non-profit entity 
whose exempt purpose includes the fostering of low-incoac hous- 
ing* (b) a state or local government unit* or (c) a partnership 
that contributes enough capital to restore the project to sound 
condition. In the event of such a "qualified disposition*" the 
seller or sellers of such property would be allowed to exclude 
from gross income an amount equal to the excess of the indebted- 
ness on the property over its adjusted basis (without regard to 
the "step-up" referred to in 1. above). Thus* if such a disposi- 
tion can be structured* such non-corporate taxpayers could avoid 
being taxed on the "phantom gain" that occurs when a property has 
indebtedness in excess of adjusted basis. 

While we applaud the concept of HR 3663 as a first step toward 
the enactment of the kind of voluntary incentive program that is 
necessary to encourage owners to continue to operate low and 
sode'rate-income rental housing projects under the restrictions , 
of existing programs* we believe that it will achieve its objec- 
tive only if some important additions are made to the language of 
the bill. These amendments are outlined below: 

I . Exemption ,From Passive Loss Rules 

Because the stepped up basis provided under HR 3663 will 
produce "passive losses" which are usable only against "passive 
activity income" for most non-corporate taxpayers* the benefits 
provided by the bill will have limited utility to individual and 
partnership owners of existing low and moderate-income projects. 
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tit lllllnl^ t exception to the p«ttlve loit limitation, of 

Ia4 I^Ia Revenue Code, perrlttlng Individual taxpayers with 

f.^""?" ^^•^ $250,000 to use Sp^o J'oOO 

of the low-lncone housing tax credit annually to offset non- 
passive income, has not achieved its purpose and certainly will 
orexJstli^"^: " realisable benefit to -any. If „ot «ost,^wiers 
-Lrih^^Lf?" »od«rate-lncome projects. Thus, In order to 

^ /^''"f''*'^ incentive real, the depreciation deductions 
f*!«n?^S f « t "*PPf^ "P ^'"is provided by the bill must be 
exempted from the passive loss rules. 

II* Housing Tax Credit Allocation 

^r.mnrtnl;''?''*^^" Increase In credit authority to the states, or an 
exemption from credit authority limitations, use of the loi- 
income housing tax credit to encourage preservation of existing 
low.lnco»e housing could have the unintended effect of "batltSt- 
^^""J"*^"/^ existing low-income housing stock for the 
JAIa "" ^^''-^"<^o»^ "ni" to the stock vhen%oth are 

needed. Either an Increase In funding for the credit sufficient 
rh. r!!*^ anticipated preservation need or an exemption from 
U needed! ^^'^^^^'^ limitations for such preservation projects 

III* Technical Corrections 

tlve fir " low-income tax credit a viable Ihcen- 

or L^i Che preservation of existing low-lncome housing 

tL « ""f ^o''-*"*^^^"^ housing It is imperative tbat 

»«^^f?^^f promptly enact both the technical and substantive 

i"""" " embodied m HR 3545 as passed by the 

House of Repr.«sentatlves In 1987, but not Included^ln the bill 

^emotri Lr?^? J*^"'^ crltlcally.nceded modifications would 

remove a significant Impediment to the use of the credit 

JL!!^.^^" amended to Incorporate the above changes we -believe 
that the owners of a significant number of government-subsidized 
rental housing projects In New York City and New York State 
(Including a large number of State and Clty-asslsted "Mitchell 
llTr "ill continue to operate their projects under the 

nfr^fo >"<^J'''\ff"rlctlons now applicable, or to sell to part- 

tarJiLn^t^o i **** substantial 

tax Incentives that would be provided by the bill as so amended. 



Sincerely 




Hon. Charles .Rangel 
Hon, Raymond HcGrath 
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STATEMENT OF TIBERIO SCHWARTZ, ESQ. A MEMBER OF PHILLIPS, 
NIZER, BENJAMIN, KRIM & BALLON ON BEHALF OF RIVERBAY CORPORATION 
BRONX, NEW YORK (CO-OP CITY) BEFORE THE SUBCOMMITTEE ON SELECT 
REVENUE MEASURES, COhJMITTEE ON WAYS AND MEANS U.S. HOUSE OF 
REPRESENTATIVES REGARDING H.R.3663 



March 16, 1988 



Mr. Chairman and Members of the Subcommittee: 

I am writing to present our views regarding Section 6 
of H.R.3663 (classification of certain income as membership 
income for purposes of Section 277.) 

We appreciate that your committe has bee»*i sensitive to 
the needs of housing cooperatives especially those formed to 
provide housing for lower and middle income families. In 
keeping with this view Section 6 of H.R.3663 was inserted in the 
bill to provide relief from the provisions ol Section 277 for 
limited equity housing cooperatives (LEHC). However, many 
housing cooperatives, which are truly limited equity 
cooperatives such as Co-op City would not be treated as LEHC*s 
under the definition of an LEHC in the present bill. In 
addition, even after the definition of LEHC*s is modified to 
include housing cooperatives like Co-op City, Co-op City could 
still have substantially adverse financial problems under the 
IRS* interpretation of Section 277 and the present bill does 
not address such problems. 

I recognize you are quite familiar with the background 
of the controversy surrounding the attempted application of 
Section 277 to Cooperative Housing Corporations and so will not 
burden you with further repetition of the salient Issues. 
Rather, I would prefer to provide you with some background on 
Co-op City, and the manner In which the IRS has attempted to 
apply Section 277 to Co-op City, and to offer for your 
consideration some suggested changes lj H.R.3663 to alleviate 
Co-op City's problems. 

I. HISTORY OF CO-OP CITY 

Co-op City Is the world's largest housing cooperative, 
providing housing for over 15,000 families. 

Co-op City was developed In the mid-1960s by the 
United Housing Foundation, a federation of housing cooperatives, 
civic groups, labor unions and other non-profit organizations. 
Responding to the shortage of moderate-cost housing In the New 
York area, Rl'verbay was organized as a "limited profit" housing 
company under the Private Housing Finance Law of the State of 
New York (Mitchell [iana Law) for the purpose of owning, 
maintaining and operating the low and middle Income cooperative 
housing development known as Co-op City. Construction of Co-op 
City commenced In 1966 and was completed by 1972. 
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The Co-op City community reflects a diversity of 
religious and cultural backgrounds. Since Co-op City was 
developed for persons of low and moderate income, applicants 
with income above pre-set limits are ineligible for a Co-op City 
apartment, in addition to the large proportion of office and 
blue collar workers, over ono-thiti of the families aco 
comprised of senior citizens. 

The cost of constructing Co-op City was significantly 
greater than originally estimated. This factor, coupled with 
various factors including efforts to maintain carrying charges 
at a level which was in keeping with the income levels of the 
tenants, resulted in a weakened financial condition. 
Ultimately, Co-op City found it difficult to meet its mortgage 
obligations. 

II. Nature of the section 277 Problems 

The section 277 problems affecting Co-op City have 
basically related to income which arose from two sources: 1) 
Interest income and 2) income from insurance proceeds. 

INTEREST INCOME 

Reflecting the state's interest in maintaining 
affordable housing, and its responsibility for a number of 
defects in the original design and construction of Co-op City, 
and in order to effectuate a long term solution to Co-op City's 
substantial financial problems, the State, through the nyS 
Housing Finat^qC' Agency, entered into a number of mortgage 
workout agreem,ents with Riverbay, one following a rent strike in 
1976, one in 1980 and the most recent one in 1986. Pursuant to 
these agreements, various accounts were set up to help Co-op 
City with a Construction Defect Repair Program and to fund its 
mortgage obligations. 

In addition, in order to try to prevent the kind of 
financial problems that previously had plagued Co-op City, the 
management Instituted a program of setting up additional 
reserves in various accounts to make sure that it would have the 
funds to pay its mortgage and other expenses* These accounts, 
set up by Co-op City as an integral part of providing housing to 
its tenants, generated interest income which was treated by 
Co-op City as membership income* 

INSURANCE PROCEEDS 

In 1980, an explosion destroyed one of the four 
boilers in Co-op City's power plant. While a portion of the 
insurance proceeds were used to repair the damage to adjacent 
areas, most of the proceeds were put in escrow pending a final 
engineering decision on the boiler replacement (including 
consideration of an energy-saving cogeneration system). Also, 
following the boiler explosion, the New York City Environmental 
Protection Agency directed Co-op City to switch to burning only 
fuel oil. This resulted in substantially increased fuel costs 
for Co-op City (through 1985, the aggregate cost difference 
exceeded six million dollars). 
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In accoc»3ance with established tax law, ^iverbay 
reported a "gain" £or tax purposes Crom th<i insurance Eunds not 
yet reinvested. The extra taQl expenses were also properly 
deducted, along with other operating expenses, and thiis no tax 
was actually due. Now the IKS believes that the gain should be 
carved out and separately taxed as non-membership income. 

IRS POSITION 

The TUS has taken the position that both the interest 
income Crom the reserves and a portion oE the in&tuance proceeds 
should be treated as non-membership income. Accordingly, the 
IRS has proposed adjustments in Co-ot^ City*s income taxes which 
would require Co-op City to pay in excess oE $3,500,000 in 
income taxes Eor the period 1981-1985. If Co-op City were 
required to make such payment (plus interest which would 
substantially Increase such amount), it would seriously 
undermine the housing complex's financial stability at a time 
when it has finally started to resolve its previous financial 
difficulties. 

III. Recommendations 

You introduced Section 6 of H.^.3663 in order to help 
cooperative housing corporations which qualified as LEHC with a 
portion of their Section 277 problem. The intent of* the bill 
seems to be to include within the definition of an LEHC a 
housing cooperative formed under programs designed to create 
housing for low and middle Income families. 

Mitchell Lama is just such a program. However, due to 
various technical definitions, certain cooperatives, including 
Co-op City, which were formed under the Mitchell Lama Program, 
would not qualify as a LEHC under H.R. 3663. This is true even 
though Co-op City is a limited equity cooperative (its 
shareholders cannot profit upon the resale of their shares in 
the cooperative). We unders*:and that there may be other 
Mitchell Lama housing cooperatives in New York City which would 
also not qualify as LEHC*s under the present definitions set 
forth in H.R. 3663. Accordingly, we would suggest that the 
definition of an LBHC under H.R. 3663 be expanded to include 
housing cooperatives, such as Co-op City, which were created to 
provide housing for low and middle income individuals. 

In addition, we feel that the provisions of H.R. 3663 
should be expanded to provide that interest income, whether from 
mandatory reserves or from prudent reserves which are integrally 
intertwined with tne cooperatives function of providing housing, 
shc^Jld be characterized as membership income. 

Moreover, the bill should clarify the character of 
income arising from the receipt of insurance proceeds received 
on account of the destruction of assets integrally related to 
providing housing by the housing cooperative, e.g . insurance 
proceeds received on account of the destruction of a boiler used 
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^n<=nr^ni« cooperatocs with heat, to the extent that such 
i?h»r proceeds are to be included in income parsuant to 

as mLKfi°?' °^ ^"^^ i""'"<* should be classified 

as membecship income. There are two reasons for our 
suggestion. First, the gain realized upon the receipt of such 
thV'll'^lt P""^"^^ :J°"" "e determined based on the ?ax balis of 
D^ev?nu^^^,^''^L"''V"^"^°'^• ^"""^'^ tax basis would have 

'^f'^""'^ °'> account of depreciation deductions 
taken ^° ^ J^J!" ^ul" """"^ ^" the depreciation was 

to chara'cLr?^^".l''i^^''P^"°^- """^-^ unconscionable 

^ince a onrt no S"=^.f proceeds as non-membership income 
of r£S.^ i? °f ^^^^ income, only, would be generated because 
of the reduction in tax basis caused by depreciation 
mpmh»rc^-^^j''°ff deductions, when taken, were characterized as 
■ ^ P deductions. In addition, characterization of such 

o? member,h?n f"'"P r""""" """^"^ "'^"^ into line the definition 
income for purposes of Section 277 with the 

r^,^^ MnH^r 0.";^^"^?^°^ °l Subchapter-T. Thus, for example 
cases under Subciapter-T have held that gain from the 

nor™^?^!??.,?.,"""^ integrally related to a cooperative's 
?n^o^i activities are to be considered patronage (membership) 
i?°r°'o.-^S° St. Louis nank for Cooperatives v. imtt-rH 

"STC. 19509, _Astorla .^iywood^. .,n< teH ^^5?MI^ ,o-, 

In addition we would cecommend that H. R. 3663 be 




providing housing to Tower and middle Income 
Individuals, such as the housing nseds of 15,000 families of 
TRq ?onn^rAi^2 ^f''^ the Federal Government, through the 

IRS jeopardize Its very financial stability by treating such 
government funds as non-membership Income. "pacing such 

<.«n.;i. . participating In the Mitchell Lama program and 
similar types of programs, cooperatives such as Co-op Cltv 
ll2rlt ?nJor^\^^''^^^^^ ^"^^ property tax abatements Ld 
n^t.Jfv ^l^t^ ^^^"""^ mortgages and they are not required to 
Classify such benefits as non-membership Income, we believe 

^ho L"^*"!^ government grants or payr.ents should be treated 
In the same fashion and that there should not be a difference 

o? on^M K^"'^'^ ""^^^^ ^^'^^^^^ reducid Interest rates 
?c .1 u^yl^^^^ V.^''^ ^'^ either fashion, the concept 

fLn^o! ^ provide decent housing for lower and m ddle Income 
families and .therefore there Is no rational basis for 
distinguishing between the varlors kinds of governKent 
assistance programs. Moreover, w^ believe that such 
government-provided funds are as Integrally Intertwined with the 
operation and goals of the housing cooperative as the 
h!w^!!o^I?u^''*'u''^^^ P^^^ directly by the cooperators. we 
believe that these funds are analogous to funds received throuah 
goverment assistance such as section 8 payments which are ' 
treated as membership Income. 

Thank you for your consideration In this matter. 
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K'mtsidc Utamat, he. 

Cottwvwrrr 0« Coo»Sft«TiTt A^MrrwtHT HOutt 



Karch 1938 

Kr* Robert J« Leonardf Chief Counsel 
Committee on Ways and Means 
U,S« House of Representatives 
1102-Ionpworth House Office Building 
Washinp;ton» D«C* 205I5 



Dear Sirt 

v:e strongly bulieve that it would t?e in the t?est interests of 
all Cooperative Housing projects if Bill iiR3663 were tjroadened 
tot 

(l*)treat interest on mandatoryC required t?y terms, of the mortgage) 
and reasonable reserve and escrows for all cooperatives as 
member-related income I 

( 2* ) clarify that insurance proceeds from residential property 
which will be reinvested or placed in a reserve for the 
property ''s repair or improvement is nember-rclated income I 

(30confirm that government subsidies and grants(like Section 8) 
are not non-it^mber income I 

(i*#)treat commercial income as member related income for low and 
moderate income cooperatives; 

(5. )repeal the 80/20 test and replace it with a principal 
purpose test* 

(6,)make no reference to the applicability of Section 277 to 
hovsing cooperatives* or betteryet» state that 277 does not 
apply to (housing) cooperatives* 

*\ 

For the Hiverside Braenar, Inc 
Board of Director.! 

Sincerely* 

^ohn D* Plant 
Resident Katiager 



cc/Auditor filtt 
HUD 
KAHC 
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RURAL COMMUNITY ASSISTANCE CORPORATION 
2125 19th Sireet, Suite #203 
Sactamento, CA 95818 
(916) 447-2854 



March 16, 1988 



The Honorable Charles B. Rangel, Chairnan 
Subcommittee on Select Revenue Measures 
Coimittee on Ways and Mean? 
1102 Longworth House Office Building 
U.S. House of Representatives 
Washington, D.C. 20515 

RE: Tax Deductions for Housing Cooperative Members 
Dear Chairman Rangel and Members of the Cownittee: 

RCAC is a nonprofit housing and community development corporation that assists 
community groups, nonprofit agencies and local governments throughout the 
.western United States. to meet their local needs. One area in which we have 
been active is establishing housing cooperatives both through new construction 
and the conversion of existing housing developments. 

At this time, we are focusing much of our attention on the plight of 
mobile-home park residents, many of whom are elderly. Park residents own 
their own homes and pay rent for their spaces. Increasing land values 
throughout much of the West have led to tremendous rent increases and many 
parks have closed to make way for more profitable uses such as shopping 
centers and office complexes. RCAC works to preserve affordable housing by 
helping park residents purchase their mobile-home parks as cooperatives. 

As you know, the members of housing cooperatives may deduct a proportion of 
the mortgage interest and property taxes paid by the cooperative on their 
individual income tax returns. By allowing individuals to take these 
deductions, cooperative ownership is treated the same as ownership of a home 
or condominium where thd homeowner pays the mortgage interest and property 
taxes directly. 

In order to pass deductions on to individual members, however, cooperatives 
must own or lease complete housing .units that are occupied by the members. In 
mobile-home park cooperatives, the members own their individual homes and the 
co-ops own only the sites, roads and common facilities. Consequently, the 
members of these co-ops cannot deduct thf *r share of the interest and taxes 
paid by the cooperatives. (Please see enclosed ruling.) 

There can be no logical reason why Congress would want to treat the members of 
these cooperatives differently from other housing co-op members. In fact, 
there are many reckons why lower cost housing options like mobile-home parks 
should be encouraged by the federal tax codes. The most likely reason why the 
members of these co-ops are denied tax deductions is that no one ever imagined 
that there would be mobile-home park housing cooperatives when the Internal 
Revenue Codes were originally written. 

This inequity can be corrected very easily by simply amending Section 
?16(b)(l)(B) to specifically include mobile-home park in the definition of 
cooperative housing corporations. We request that you include this change in 
any legislation which is developed as a result of your hearing. 

Thank you for this opportunity to present this information and our concerns. 
Sincerelyj 



William French 
Executive Director 

MS housing#4 mohojr^dcJR.^H'iPHvch l6. 19m 
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CBttte Utpt decreatct ia ihc mirkci 
value of ihe prevloutly Utucd bonds 
that aie to be lefcnded. and where 
these decreisei vc sc gnuu thai, if ihe 
holden jf the previously bsued bonds 
were to accept tender offers for their 
bonds, then the acceptances would 
cavse the proceeds of the refunding 
boflds 10 ciztci Ihe emount needed for 
refundint tT.e'previous issue, such a 
tender cT/er will not cauve the re> 
fundir^ bonds to be arbtinte bonds uth 
dcr section i03(c) of the Code. 



. SecbM 2t6^edDd]oa ■( Tixis, 
Mtftst. and iBSiotu OtprecUtioo by 
Cooperative Nominf Dirporatioa 
Tenant-StxMioldtf 

Coopirative hotislAg corporattOR; 
housetrailers. The requiremenls of 
section 2I6(b](I0(B) ol the Code are 
satisfied if housetrailers and the lai>d 
on which they are petmanently lo- 
cated are Owned by a coooeralive 
housinf corporation, the tenant* 
stockholders are entitled to occupy 
for dwelling purposes the house* 
trailers by reason ot stocit ownership, 
and the housetrailers contain inde* 
pendent living facilities for one fam* 
ily including permanent provisions 
for sleeping, eating, cooliing, and 
sanitation. 

Hi, RuL 85-147 

FAas 

X corporation purchased a trailer 
pari, coiuimn; of 20 housctrailen and 
the land un which the huu\ctrailcfs 
were permji>enil> located. X awpora> 
lion sutd Nhsres of Mt<L to individoals 
CKh ol «)MKn. by % more of tmticr^hip 
Ihcnif. »3N entitled to <K\-Mpy one of 
the htHi^etrailen tmned b) A cufpiici- 
tion vkI the land oa nhch the houv 
trailer i\ located. Each of the 
ttiniNCtnikfv cimtaiBx intfcTvndcni liv- 
ing fatilitm fiir tmc f»n»l} incluJin; 
petTruncnt pru^uiiins fur Uccpin{:. cat* 
• inf. ctmikinj:. and ^^nSistion. 

The f3Ci\ arc the ^ane a« in Hituoiztm 
/. except thai X corpuratiim Joes not 
own the 2tt htw^iraikn. but only the 
land on »luch the hou^etnilcrt are lo> 
rated. The housetrailers arc indi^idu* 
ally «>«ncJ h% Uf<LlM«Ucf\ iif X Ctwpcv 



ratioo E<H $tpcLhol^ is entitled, by 
reason of sXvcV ownership, to occupy 
only (he Und on wjikh the stocklxtld* 
er's hou^ctniler is iDaitd. 

UW AND AKALYSIS 

•Secuoo 2l6(bXl)i6) of the Code de- 
Hncs « cooperative housing cnrp^ra. 
tion. io part, to mrai> a corpttraiton 
each of the stockhoklen of wti j is en* 
titled, solely by reason of the siocL- 
hiilder's ownership of stock in su.*h 
corporation, to ociupy ford«clhnp 
purposes • houv. (T an apanment in a 
buildin;. o«ned or leased b> such 
cocy oral ion. 

For pgrposes oTsrctioa 2l6(bXtMbi 
of the Cnde. the term bouNC means « 
residential unit pnn'*drn{: complete. in« 
dependent living fxilities ft€ one fan. 
ily includ<n( pcmuitnt pomsions for 
sletpin; . ealin; . ct*okinp and santia* 
tion. 5rr Rev. Rul 74-241. 1974.1 
C.6. 6$. which similarly defines the 
term apanment for purposes of seciKNi 
2l6(bNlXBl. 

ScctHMi 1.2lf»*lidr2l of the Innww 
Tax Rc;ulatitMu pnn ide^ tfut in order 
f«v a otrj^otitMi tn (|iulify rv a *ci«>p- 
erativc hiiu>in{: co'poratioR.* eaih 
stocihoMcr of the coil«x»ion. whether 
or not the stoekholdcr qualifies as a 
tcnant*stoekhoIder under sccttoo 
2t6(b)(2) of the Code and section 
lt.2l6*l(e) of the ic^blatiiMS. mutt be 
entitled, to occupy lor dwelltpg pur* 
poses an :^aruncM in a buiUia; or a 
unit in a houunf denIopmett.oK-ncd 
or leased by such coiporatioa. 

Since the housetrrtlers have sleep* 
itt(. catin;. axAin;. tmd uHiaiioa f> 
cilitics in'5/rMaiiMirr l-utid2, each 
houictrailcr cimcituu > a house within 
the mcaninp tif seann ZlWbKlXBi *yf 
the Code. Funhcr. th: rciiuiraneni% nf 
sectHKi 2 1 Uhif I nB 1 7re >aii%ricd m Sih 
uatttm I because the btv«cu«1m arc 
owned by X corpoiaiion and each 
stockholder of X ciirpi<3iMin i% eniiilcd. 
solely by reason of Ihe siotkholdcr'j 
o«-ncrNhip uf ««vk in .V a>fpf3iN»n. m 
occupy one of the hi<ii%eir3ifcr> u^-ned 
by X corporation lIo»cver. ihc re* 
qutrcmenii «rf ^ecii«<» 2IWbKlKBl -rc 
mn \ati\rKd in Stt»ti\m 2 KiauNC V 
corporation J«>cs not own the 
housetrailers that ii« %iuckholdcrs«^* 
cup}*. ' i\tead. ca^h \ii<ktK>tdcr in Sttu* 
eiinn 2 is entitled it» ocrupy the 
lMiUM.trjilcr imncd tn tite sit<kh(ilJcr 
by reaMMi pf MKh «r«ii*r\htp and M h\ 



r?*^n of the .t.Kkb..lJcr * ..»ncr>hip 
of the ^ock of A ri»rri>rjiion. 

HOtJJING 

ALNiwfh each hoo^etrailcr in 5irw». 
uoni ; und2 ctmuitiwes a house withm 
Lri«»^Sof>cciK)o2l«b)(l)(B,of 
the Code, the lequircmcnu of section 
2l6{bX IXB) ^ Musfied only m Sttuo- 
urn /. but not in Sitytitton 2. 



Section 200 1.— Imposition and Kate of 
Tax Instate Tax) 
f .0. 804J 

TITLE 26-INURNAL 
REVENUL-CHAP7ER 1, 
SUBCHAPTFR B. SUBCHAPTER H. 
PART 27— .cMPORARY ESTATE. 
GIFT AND GENERATION*SKlPPING 
TRANSFER TAX REGULATIONS 
UNDER THE TAX REFORM ACT OF 
1984: PART 602.^RE PORTING 
AND RECORDKEEPING 
REQUIREMENTS 

Reports ol Transieis ol Public Housing 
Bonds 

ACENCY: Internal Revenue Service. 
Trca\ur>. 

ACnOK TcmpiJary rejuUtions. 
SUM.MARY: Tb» document contains 
temporary estate, f ifi and feneration* 
skipping transier tax regulations 
rclatin; to the rcpontn; requirements 
fiir certain tnnsfc's of fwbln: honing 
tKinds under the Tax Reiorn \ct of 
IV84 |I9t4*3C B. <Vol. t) I. The 
rc(utaitoas provide Internal Revenue 
.ScrMte pcrMwncl wh<i administer tlie 
Inicmal Revenue Cede and memben of 
the (n ^tc with il« fuidance ncceisaiy 
(o conipK with tlie law*. 
DATES: The npulations apply to 
transfers of publn liinistnf bonds made 
after December 31. 19S3. and before 
June 19. 1984. 

FOR FURTHEi: INFORMATION 
CONTACT: Fred'l. Cnrn. nan of the 
Legislation and He; uL •. • Duision. 
Office of the Chi^f Coun\cl. Internal 
Revenue Service. Mil Constitution 
Atenue. N'.W.. Washmfion. D.C. 
20224 (Atieniion: CC:LR:Tl 202* 
.^(0'32K7. IKN a i«4l'rrce call. 
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I9S5 PHf IPS AVf. 
SANX>S€. CAUf. 95117 
(401) 34I-0M5 



March 21 , 1988 



Mr. Robert J. Leonard, Esq, 
Chief Counsel, Committee on Ways and Means 
1102 Longworth House Office Building 
Washington, D. C. 20515 

Dear Sir: 

We would like to go on record as supporting the testimony of N.A.H.C. 
president Mr. Terry Lewis delivered to your xommittee on March 3, 1988, 
in regards to H.R. 3663 

We are a complex of 95 units, financed by F.H.A. , in existence since 
1963 and we can certainly attest to all the statenents Mr. Lewis has 
made. There have been many occasions during these 25 years when the 
operating reserve has helped us over rough spots which occured un- 
expectedly. We try as much as possible to foresee all the necessary 
projects to be handled during the year when making out our budget, but, 
as in all corporations, no one can foresee all emergencies. 

If the policy for taxing cooperatives is changed, it certainly vill cause 
a hardship on our members. 

We would appreciate your support of Mr. Lewis' testimony so that 
affordable housing does not totally disappear. 



Sincerely, 




President 
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March 7, 1988 



Mr. Robert J. Leonard, Chief Counsel 
Coftinittee on Hays and Means 

Representatives 
1102 Longworth House Office Buildinq 
Washington, O.C. 20515 

Re: HR 3663 

Dear Mr. Leonard: 

We wish to:e;(press cur support for requests to amend HR 3663. 

?h\t''X'e^atWe hrs7ng%l'^^^^^^^^ «-enue Service 

Internal Revenue Code Lp nnf T .^^ "^^^'"^"^ ^" Section 216 of the 
Section 27rof the Code Effn^/fT'^^ ^"^''^^""^ described in 
housing corporations has mini m/l ctn ^-V'^P^^ ^77 to cooperative 

can have disastrous mpaa^ revenues but 

Code and amend Section 216 hv ;.Hnnfin„ • • , "'^ Internal Revenue 
-of the 80-20 test. ^ adopting a principal purpose test in place 

ear.i'd"or■'^eJeiv\d^o1icilUat^t''hT ''-'T'^' '"""'^ - 

(a) government ubsidie (such as sect^^^^^^^^ purpose , of the cooperative 

(b) insurance proceeds which are placed ^a rp^lp^'"'^ 

Very truly yours, 

Edward G. Adams 
Board President 
SILENT COOPERATIVE APARTMENTS 
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March 9, 1988 



Robert J. Leonard 
Chief Counsel 

Committee on Ways and fteans 
Washington, O.C. 20515 

Dear dr. Leonard: 

Our main concern is the low- income credit for 1987. We placed 
a duplex in service August 1987, at that time no informgition 
was available as how to apply for these credits. Finally 
during January of 1988 we finally obtained the necessary forms 
but were told we were to late to apply for any tax credits. 

Because 1987 was the first year of these credits and so little 
information was available we feel that those who were eligible 
for 1987 credits should have a grace period to apply for these 
credits. 

The tax credits appear to be a good vehicle to produce lou- -income 
housing. We will be responsible for maintenance and income of 
the housing, thus the disastrous public housing projects across 
the country will be a thing of the past. 

But one year after first hearing about these tax credits we are 
still digging for information about requirements and applications 
to apply for these credits. 

Next week we plan to attend a seminar for low-income housing. I 
hope this will finally give us the direction we need. Please 
consider some way of making the credits available to those projects 
■ - during 1987 
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March 9, 1988 



Robert Leonard, Esq. 
Chief Counsel 

Conunittee on Ways and Means 
U.S. House of Representatives 
1102 Longworth House Office Building 
Washington, d.C. 20515 

Re: Low Income Housing Tax Credit Program 
Dear Mr. Leonard: 




I have been retained by two clients in connection with structuring 
to Hou''^ I!«^"Kf^' ^ogtam and can offer some suggestions as 
to how it may be improved in order to better effect its purpose. 

The Program, when used in connection with new construction or 
major rehabilitation of housing in an urban area (both of the 
?« n^? ! ^ii^/^i^'t ^ ^"^ familiar are located in San Francisco), 
iL "i''^®?*' ^^^^^^ "^^^^ feasible the development of 

low-income housing, m other words, the gap between the actual 
K» :k ^ project and the portion of that cost which can be borne 
uM^h ^n^^^""*" f "venues is greater than the amount of capital 
which can be raised by virtue of the tax credit. Thus, projects 
need additional subsidy, either from public or private sources 
in some cases, this subsidy can be obtained, for example, by the 
availability of surplus public property or various other sources, 
in most cases, projects fail because of a lack of such other 
sources and, as we are seeing, the tax credit program is 
underutilized. ^ 

Vhe Program is currently aimed at the "very low-income" 
Fopulation--that is, those earning less than 60% of area median. 
In. most urban areas, housing for persons 'in the "low- income" 

®?5?^"9 between 60% and 80% of area median— is one 
tor Which no feasible housing can be constructed and one for which 
federal assistance has traditionally been available. Some amount 
of federal tax credit should be available for this group in order 
that economic segregation not occur in the projects which are 
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developed, since unsubsidized low-income units cannot be feasibly 
built, they will be excluded from the projects, resulting in 
projects which are 100% very low— possibly resulting in the 
"housing project" syndrome: enclaves of the very poor. 

A solution to both the problem of meeting the needs of the 
low-income population and making the Program feasible could 
involve a two-tiered system of credits, whereby the 70% credits 
could be made available for low-income units and a 100% credit 
could be made available for very-low income units. These 
percentages could be adjusted, depending on feasibility. The 
percentages should also be adjusted depending on construction and 
land costs in urban areas. While it may be feasible to build a 
project in a remote rural area under the existing scheme, a 
different scheme would be necessary to make an urban project work. 

Finally, on a very technical level, we have run into resistance 
from the Internal Revenue service regarding the use of the tax 
credits in combination with other forms of public assistance, in 
a project involving a no interest loan from a public agency, we 
were informed that the Internal Revenue service was inclined ho 
view the public agency as a "partner" and not a lender , and that 
the amount of the loan would be subtracted from basis. The 
argument was that the public agency was promoting its own 
ends— that is, the provision of low-income housing— and that it 
was an equity participant in the transaction. This is contrary to 
the practice followed for many years under section 167k 
depreciation allowances, whereby many projects were built with a 
combination of no- or low-interest loans and tax advantage. We 
get the impression that the tax credit program is disfavored by 
the Internal Revenue service for revenue reasons. 

I hope that the foregoing has been of assistance to you. We would 
be happy to provide you with concrete examples regarding the 
foregoing points if you so desire. 

very truly yours. 




SLT:ln 
cc: Barbara Smith 
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TESTIMWnr DY CJONCRESSMVi TED WEISS IN 
CONNECTION Wm THE HEARING OF TIE SUBODMtlTTEE 
ON SELDTT RENTDWE MEASURES OF TIIE HOUSE OOftHTTEE 
ON WAYS AID ^CA»IS RBSAPDING H.R. 3663 
AND TIE ROLE OF FEDERAL TAX PQtlCY ON LOW AND 
MIDOCE INODME IX)USIMC» MAROI 3^ 1988 

c^io^J 5.'*'**^ ^ "y cormKjnta to the Subcomittcc on 

Select Rovenuo ik;asucon of the lioosc Cc»initt<.'e on «i3y3 fti^J iicans in coni»^tlon with 

^« Jwf T ^^'^^^^'^ consider ll.R, 3663 onJ tJ»o role of federal tox policy 

cii la/ ofii ntudle iitcotro housiixj, *^ 

I would liko to express iiy wH>reciotion to Uh« Clvjirrwn, Connress-rvin Clwrlcs 
JwiSic^IIlT I i '^xjrs of the Subcomnittce for holding those twocltiQs arxl for 
ticinonstrnting their concvrn about the housiny stoc): in thic coutitry for ivoplo of 
modest moans. i -wi ,x. w*. 

I itti gravely <x>i>ccrncd i^)w»t t»K? airrent effoctn of tlw u,S, Intcrrvil »^ev-iiuo 
Service to arply Section 277 of the m code to Uw lo^ aid middle incooo 
r'^??;2iHo, J'^l'*''' T^r^'^'^^M*:,"'^ district. Thin pro«^duro will Inve st.rlotir: 

f u only for buildin^js in the I7th Cothjrcr.sionnl uJntrict, but also In 

nil sudj .Jevolopacnlr, in ikm York, ond throughout t»w nation. 

Although Section 277 of the 1Kb' code was enoctcd by Congress in W69. it was 
not until nflny yuMrs inter thn itny nttcnpt was iTVidf» to connect tKXising cooperatives 
Witn Section 277. 

Section 277 provides th.it non-mefther incomo received by R«^Ti)crship 
organizations cannot offset for tax purposes the cost of providing goods and 
oerv cos to organization m«Ti)ern. Yet ration 277 <to?s rxjt nppcnr Intended for 
housing cooperatives. The code refers to social or other ncntocrship organizations 
swch^^ corujtry clulxs, burial societies, or wtuil inwianc^' srxriotios "omoUxJ to 
furnish goods or services to mcjrrbers." Section 277 requires tlwt nr><nbcr inco.r<^ otvi 
ur^lr u ^"^"^ fi^o? ton-ncfriy;r iiicoic and ocjHTises, tixing cidi scp-irately. 
Hoover, housing coopcrativefl arc neither social clulxs nor "jrijffixirship 
organizations" as Uwt tcim is cannonly use*! onJ ufvVjrstooiI. 

.m)!,^"'"^^^?*"^ ^^'^^ section 277 is applicable, the IRS lujs left open to iiossible 
toxation such items as interest on reserve fuais, inco^i frcti coonvircial mopprties 
rSL i^**"*"^***^ stores, oiKl InunJry room procecvls. The II^S clairra tint this 
itKOm iu rx)t from diordwldcrrt ml cannot bo offset \y/ opctatitig expcnfws of Uw 
building or by depreciation. This would be particularly wierous for mutual 
rixtovelopnient cooperatives ajKl those subsidized urvJer t\n Uw York SuUc iiltdicU 
lA-ra program whidi were porpor-oly set up with cortmercial space to both provicJe a now 
location for business disploasl by rcOewlopment ^md to yoncMte revenue to ralucc 
tlje amount of subsidy t»wt would be necessary to keep housing affordable to low aiKJ 
mcxJerate inconc families. 

tuny legal experts m.iintoin that Section 277 ol tlw UG code ;ms r»t intended 
to and does not apply to cooi>erative Iwusing develcpmci»ts. Cooperatives in IJew York 
City nre organized under tiKJ tJcw York .';tate Private Housing Finaitcc Lav* as stock 
corporations. It wncrs arc "sliareholders" not ncfiixirs. Residents do not pay dues, 
but lease cojxirate resicknitial ajwrtments from the cooperative, FurtlKjrtrore, 
housing cooperatives are not primarily engaged in providing goods or services to its 
mwrbcrs. WHjii congress »»s intended on internal Reveiwo Cale provision to uiconxjss 
the t"r">s»;i'>g of real property, it customarily makes explicit reference by using 
tlKJ term •facilities." ' ^ 

Limited r/pity Coopcfntives in Ucw York are rctjuirod to in.iintnin a reserve funl 
In oil interest-bearing account under New York State Law, Without these reserves, 
the developrcnt could not lurticipne in Mitdiell Lomi aiKl ot»K»r mlti.11e incore^ 
housing programs and its benefits would bo lost to s!»areholders. Certainly, tlw 
relationrJiip Utwcen interest incaro and ii:. benefits to stiard»olders sliculd lead 
one JO conclude that, even if Section 277 were to apply, it is rroff4>crship Income nr»3 

TiL^ taxed unlor Section 277, since it is integrally intertwined with the 
cooperative's functions. 

} strongly urgo this corroitteo to take steps to protect it>w .-nd micWle incaro 

cooperatives from the onerous Uxation tlwt would result from tlw application of 
Section 277 so that they rwy preserved as providers of atfordaMo housing. I 
urge you to amend ii.R, 3663 co insure that interest on reserves be treated as part 
ot the cooperative enterprise, 

null 
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Joel David Wclty 

5902 South Carter Road 

Freelani, Michigan 48623-9309 

March 7, 1988 

Mr. Robert J, Leonard, Chief Counsel 
Committee on Ways and Means 
U.S. House of Representatives 
1102 Longworth House Ofrice Building 
Washington, D.C. 20515 

Ret HR 3662 

Dear Mr. Leonard: 

Maintenance of the natlon*s stock of affordable housing Is a desperately 
Important concern. Especially Important Is to preserve affordable housing that 
eiv^bles people to own f ? own homes and control their own neighborhoods, for 
example through limited equity housing cooperatives. That can best bo done bjf 
strengthening the position of housing cooperatives In relation to Income tax 
law. 

Presently, a housing co-op must receive Z0% or more of Its Income from member*' 
carrying charges, or the members lose their right to deduct property taxes and 
mortgage loon Interest on their personal income tax returns. As this 
requirement works out In actual practice, it Is discriminatory against co-op 
homeowners. If a co-op receives Interest on Its mandated reserve funds, c»r 
Insurance proceeds, or a government subsidy or grant, or Income from rentln^f 
out spaces for dry cleaning shops, laundry machines and other needed services 
for residents -- that income ought to be considered as member-related Income. 
It is an Integral part of the effort to create a decent neighborhood In which 
to live. But presently th« law counts that Income as not member related and If 
It adds up to more than 2096 of the total, co-op members lose their deductions 
of property taxes and mortgage loan Interest. Co-op homeowners should not be 
deprived of the rights granted to all other homeowners. The 80/20 test does 
not make sense. The only sensible test Is to consider the principal purpose of 
the co-op's buildings — to provide homes to people as economically as 
poAslble, making every penny count toward that purpose. We ask that the Ways 
and Means Committee recommend the replacement of the 80/20 test with a 
prlt;clpal purpose test, for the purpose of determining the eligibility of the 
members to deduct property taxes and mortgrge Interest. 

Many thanks for your conslderaMon. 
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I rjp March 15, 1988 

jp 9 je n t 

Robert J. Leonard, Esq. 
Chief Counsel 

Coicnittee on Kays and Means 
1102 Longvorth 
House Office Building 
Washington, D.C. 20515 

Dear Mr. Leonard: 

The Wilshire Ardmore Cooperative, inc. dba Wilshire Regent, 
fully supports the statements of the National Association of 
Housing Cooperatives before the Subccmmittee on Select 
Revenue Measures on HR 3663. The provision for mandatory 
replacement and operating reserves ana their tax treatment 
in the pact have been a major factor in the successful 
operation of our 208 apartment cooperative. These resources 
have enabled us to maintain our building including the 
appliances of the individual apartments at a high level so 
necessary for the welfare of our generally older, retired, 
heavily female occupanci Since 1972 we have refurbished 
the interior and exterior of the building, replaced the 
^ cooling and heating plants, installed new fire control 
equipment and updated our elevators to earthquake standards. 
During this time the monthly carrying charges have been 
increased only 10 percent, about 1% per year average. There 
have been no assessments. 

D1 WILSHfRE BOULEVARD . 474-5563 • LOS ANGELES. CALIFORNIA 900 
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One of the najor reasons for our effectiveness is the 
availability of earning reserves which materially aid in our 
operations and enable us to avoid changes in charges to the 
largely fixed income shareholders. The imposition of a 
direct tax on reserves would seriously deplete the 
rationality of the reserves and the flexibility of 
management. 

The support of the Subcommittee for the recommendations of 
the National Association of Housing Cooperatives is strongly 
urged in the best interests of those who require affordable 
housing and are willing to work cooperatively toward the 
goal. 

Respectfully/ 




Allen Starling 



President 



Wilshire Regent 
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STATEMENT OF JOHN V. HELMICK ON BEHALF OF 
THE YALE LAW SCHOOL'S WORKSHOP ON SHELTER 

FOR THE HOMELESS AND H.O.M.E., INC. 
OF NEW HAVEN, CONNECTICUT, MARCH 2, 1988* 



MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE: My name is John 
Helmick. I am currently a student at the Yale Law School and am a 
participant in the Workshop on Shelter for the Homeless <*'The Yale 
Shelter Project"). Recently the work of the Yale Shelter Project 
has concentrated on the formation and representation of H.O.M.E., 
Inc. 

I. H.O.M.E., Inc. 

Housing Operations Management Enterprises, Incorporated 
(••H.O.M.E.**) is a non-profit organization incorporated in 
September, 1987 to provide, protect and manage quality housing for 
low- income tenants in New Haven, Connecticut. The organization is 
» an innovative community effort designed to address the New Haven 
region's dire need for affordable housing. As in so many other 
regions of the country. New Haven's recent economic success has 
exacerbated an already critical problem of inadequate housing for 
low and moderate income individuals and families. 

H.O.M.E. emerged from two significant movements: (1) the 
development of the Shelter Project at the Yale Law School and (2) 
the community and city interest in replacing 55 single room 
occupancy units lost due to development in downtown New Haven and 
in providing more and better managed housing for low and 
moderate-income families, many of whom have had to reside in 
motels on a "transitional- basis. One of H.O.M.E* s most 
significant features is the breadth of the individuals and 
organizations who helped create it.*^ 

The Yale Shelter Project began as an informal group of 
students and faculty at the Yale Law School who came together to 
create and preserve transitional and permanent housing for 
homeless and other low and moderate-income people. Many of the 
students had been active in the Homelessness Clinic, a Yale Law 
School class which provides free legal services to homeless 
individuals and families in New Haven area shelters, soup 
kitchens, and welfare motels. Other students worked for the 
Landlord-Tenant Clinic, a clinical program representing tenants in 
eviction proceedings. 

While both clinics were successful in lawyering on behalf of 
the homeless and low-income tenants through the traditional 



This testimony was prepared with the substantial aid 
of Janet Stearns* article "The Low-Income Housing Tax 
Credit: A Poor Solution to the Housing Crisis" 
forthcoming in Vol. 6 of The Yale Law and Policy 
Review. 

Included in this work were the City of New Haven; Karen 
Crosby of Congressman Bruce Morrison* s office; Alderman 
Joel Ratner; Rev. Karl Hilgert and Liz Shaw of Christian 
Community Action; Jon A lander and Amy Eppler of New Haven 
Legal Assistance Association; Cynthia DeLouise of 
Columbus House; Professors Michael Graetz, Robert Solomon 
and J.L. Pottenger, Jr. from the Yale Law School and 
students from both the Yale Law School and the Yale 
School of Organization and Management. 
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adversarial process^ it became apparent that the problems o£ 
homelessness required a solution that the court system was not 
equipped to provide. Long-term solutions required an emphasis* on 
the planning and development o£ expertise on issues o£ non-profit 
corporate law, tax-exempt organizations/ and low-income housing. 
New property management techniques that replaced the traditional 
adversarial nature o£ the landlord-tenant relationship were also 
considered necessary, including such things as grievance 
procedures, tenant selection, and community relations. 

While the Shelter Project was forming at the Yale Law School, 
a coalition o£ New Haven shelter providers, city and federal 
government officials, and^ advocates for the homeless banded 
together to address the. rapidly increasing problem of homelessness 
in the New Haven area. The site of the National Hotel had been 
condemned and closed as part of a large downtown development. 
This coalition received a commitment from the City to locate and 
develop from 35 to 50 scattered units in the downtown area to 
replace the 55 "single room occupancy** units that were lost when 
the National Hotel was condemned. The community and government 
participants met with members of the Shelter Project and conceived 
the idea of H.O.M.E;. A board of directors was selected, H.O.M.E. 
was incorporated and became the Shelter Project's first client. 

H.O.M.E. was established to address several different needs 
related to affordable housing. These include: ma'nagement of 
low-income properties; training for managers of low-income 
housing; preservation of low-income housing stock; and creation of 
housing for low and mode rate- income people. Despite the scope of 
its ambitions, H.O.M.E. is still a small local non-profit 
committed to providing etter housing for the New Haven community. 

In late 1987, the organizers of H.O.M.E. negotiated a purchase 
option agreement on 137 housing units in 27 buildings located 
throughout the central New Haven area. The buildings involved 
were in various stages of complete renovation, including new 
roofs, exteriors, electrical and mechanical systems, sheetrocking 
and painting. Most had been completed in 1986, but 46 were 
"placed in service" in 1987 and therefore qualified under Section 
42 for the low-income housing tax credit. In December, 1987 
H.O.M.E. applied for and received a tax credit allocation for 
those units from the Connecticut Housing and Finance Authority 
("CHFA") in the amount of $1.4 million. 

H.O.M.E. has been planning to use the tax credit allocation as 
the major source of equity financing for the purchase of these 
housing units. As a non-profit corporation, however, H.O.M.E. may 
not use the tax credit itself. H.O.M.E. has approached various 
corporations, institutions, investment bankers, and other 
potential investors in an effort to obtain the best price in 
exchange for the tax credit, but has found that EACH DOLLAR OF TAX 
CREDIT WILL PROVIDE ONLY 35 T0~ 55 CENTS TOWARDS THE PURCHASE OF 
LOW-INCOME HOUSING STOCK. 

This cost-benefit inefficiency of the Low-Income Housing Tax 
Credit ("LIHTC") is a common occurrence when Congress relies on 
tax subsidies to promote a desired fed'^ral objective. A 1977 
Congressional Budget Office Report concluded: 

Only about half of what the tax shelter subsidy costs 
the government in lost .revenue, however, ever reaches 
builders and developers. The remainder goes in the 
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form of payments to outside investors for the use of 
their money, and in fees to the syndicators, lawyers, 
and accountants who are needed to put together and 
sell the tax shelter package.*^ 

I*}^J^?°^nh^-H''"^^^!^^^!^^^-^^ total real estate tax 

shelter subsidy went to builders and developers, 7.4% to 
syndicators, and 48.1% to outside investors. 

Dro«?2Jr£°"^® question on programs for the homeless, 

Reagan, in his February 24, 1988 press conference, 
also called attention to the general inefficiency of 
government. The President stated 

... as a governor I had seen Federal programs 
administered in our state in which it was costing the 
Federal Government $2 for every dollar that reached a 
needy person. This is something we've been trying to 
change, and we've made some progress in it.'^ 

i; 1,^11^2''^""^^®^^' low-income housing credit does not seem 
?i^«JLn^ an example of that progress. There may well be 

important reasons for funding certain programs through tax 
expenditures rather than direct outlays: Tax expenditures can 

u^?!f and easier to administer than direct 

subsidies and they more readily fit our American notions of 
free enterprise and individual initiative. For a non-profit 
organization like H.O.M.E., however, the Low-Income Housing Tax 
Credit represents the worst of both tax expenditure and direct 
outlay programs: it combines the extensive bureaucracy of a 
direct outlay with the inefficient complexities of tax 
expenditures. 

OUR PROPOSAL TO THIS COMMITTEE WOULD CREATE A MORE 
EFFICIENT TAX CREDIT WITH NO ADDITIONAL RKVEIlUE COST TO THE 
FEDERAL GOVERNMENT 

II- Utilizati on of the LIHTC bv non-profits 

In enacting the LIHTC Congress clearly wanted to encourage 
participation by non-profit organizations: Section 42(h)(5) 
requires each State to set aside 10% of its housing credit 
dollar allotment for use only by non-profit organizations. The 
remainder of Section 42 combined with other requirements of the 
tax code and tax regulations, however, creates a cumbersome tax 
maze that frustrates a non-profit corporation's ability to use 
even the 10% minimum set aside — especially for a small 
non-profit. 

Like many direct federal grant programs, the tax credit 
creates an administrative bureaucracy by requiring State 
housing agencies to allocate each State's total amount of 
credits. This, taken alone, is not an insurmountable 
obstacle. Like most non-profits, H.O.M.E. was able to mobilize 
Its work force of unpaid volunteers to process the voluminous 
tax credit applications to the Connecticut State Housing 
Finance Authority. However, although the State bureaucracy may 
be a significant obstacle (and thus acts as a check on 



Cong. Budget Off., Real Estate Tax Shelter Subsidies 
and Direct Subsidy Alternatives xiv (May 1977). 
N. Y. Times, Feb. 25, 1988, at A16, col. 6. 
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potential abuse of the LIHTC) it is not our only hurdle. Once 
the tax credit has been allocated to it, H.O.M.E. must then 
convert its tax credit allocation into actual dollars that can 
be used to purchase or rehabilitate low-income housing units. 
Unlike a direct grant, where H.O.M.E. *s next step would be to 
pick up the check, the lowrincome housing tax credit requires 
H.O.M.E. to contend with the complexities of the tax code if 
any of these dollars are to go into its housing program. 

As a non-profit, H.O.M.E. has no taxable income and thus 
under the current tax laws cannot directly utilize these tax 
credits. Instead, H.O.M.E. must (1) find investors who can 
utilize the tax credits allocated to H.O.M.E., (2) package and 
market — at a substantial discount — these tax benefits, and 
(3) transfer the tax benefits to the investors. 

Congress has -structured the LIHTC such that the transfer of 
the tax benefits is accomplished through ownership transfers. 
Although these ownership transfers are often essentially legal 
fictions,, the necessity of creating and maintaining these legal 
fictions increases the costs of transfer. Transactions have to 
be structured so that thedistribution of ^attributes of 
ownership among the various parties meets state property law, 
federal tax law and the lender's requirements. Additionally, 
the minimum 15-year compliance period of the tax credit means 
that payment and legal title requirements must be constantly 
monitored to all parties* (investors, syndicators, lenders, and 
government) satisfaction. 

The most common method for accomplishing these transfers 
would be for a non-profit such as H.O.M.E. to form a for-profit 
subsidiary which could act as a co-general partner with a real 
estate syndicator and market the tax credit to individual and 
corporate investors. (However, it is not clear whether this 
would threaten H.O.M.E. *s tax-exempt status, which is 
antagonistic to profit motivated deals such as syndications). 
H.O.M.E. would then transfer legal ownership of the low-income 
housing units to this partnership. The reason behind this 
layering of legal entities would be solely for the purpose of 
cashing out the tax benefits — primarily the LIHTC — that 
follow the legal title to these properties. 

Syndications are the predominant financing arrangement for 
real estate as ' ey allow investors to pool resources to fund 
development. Typically, the investors will be limited partners 
in a syndicate^ thereby insulating themselves from risk yet 
securing maximum tax benefits. The general partner, in this 
case H.O.M.E. (or a subsidiary of it), would still be 
responsible for developing and managing the project. 

Syndications are both cumbersome and costly. While a 
private placement is possible on smaller projects, if a public 
offering is required the partnership must comply with federal 
securities laws. No matter how small the project, significant 
financial and legal expertise is required to maximize the tax 
benefits to investors within the li-mits established by the 
Congress and the I.R.S.. The costs of obtaining the necessary 
lawyers, accountants and investment bankers to put the deal 
together rapidly eats up the benefits of the tax credit. 
Additionally, promoters of a public offering earn at least 10% 
of the proceeds of the offering in commissions and 
organizational fees. One can only speculate about how many of 
the dollars Congress intended to go to low-income housing 
actually purchase entertainment of investment bankers. Thus, 
the LIHTC is partially diverted away from low-income housing 
instead to finance expense account dinners and to pay tax 
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^^I' A' Zero Re venue Cnst; Solution 

ENTITyS TAX LWB?"r™ ^ ALLOCATED TAX CREDIT EXCEEDS .THE 

innovation would remedy the inefficiency of 

^i^iSi utilization of the LIHTC. IF REFUndartt ttv tc 
^^iFErLOw"?K?"^ ORGANIZATIONS SHoSlD^BE "^SId'tO 
I^llDSAi°i;;^^^?SIs"°"^i;Ue'?i;is''°"'' * T° 
some ineffic?:?c?d'u; tS'iive^^ors?^?^°S el^II! ''or^L^Kl?"^^'" 

IV. Conclusion 

believed'rmnrP°^fM^-^^? """^u ""^^ enacted because "Congress 
nrnHnZh?«! 2 ? efficient mechanism for encouraging the 



Staff of the Joint Committee on Taxation, 1987, p. 152. 
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such as H.O.M.E., can receive only about 50 cents for each 
dollar of Low-Income Housing Tax Credit allocated by the 
Connecticut Housing and Finance Authority. 

With absolutely no revenue effect, non-profit organizations 
•could provide a dollar of low-income housing equity for every 
dollar of tax credit allocation by a provision allowing 
non-profit organizations, like H.O.N.E., to claim the tax 
credit on its tax return and receive, directly from the 
Treasury, an amount equal to the amount of the tax credit. 
Tnis provision would maintain the protections of current law 
created by the application and review process administered by 
each state housing authority and would not involve any tax 
abuses, but would eliminate the syndicator's profit, the 
investors* required returns, and the various fees, costs, and 
t>xpenses associated with the legal requirements necessary today 
to accomplish the transfer of tax benefits; Instead the entire 
tax credit allocation would be used to finance the purchase of 
housing units. This, after all is the policy objective behind 
the credit Refundability would directly achieve the tax and 
housing policy goals of the LIHTC; none of the other proposals 
currently under consideration would be as effective. 
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